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INTRODUCTION 


Interest In corporate profits has sharpened over the past ten 
years* The reasons behind this phenomenon have been the increasing 
number of people interested in corporations; the increased importance 
of corporations to the whole economy; and the interest in the division 
of the fruits of corporate enterprise among the various sectors of the 
economy* 

Ever since the end of World War II, corporate profits and ven- 
ture capital have been the subject matter of hot debate and contro- 
versy* Conflicting views have been expressed by participants in the 
debate, many of whom are qualified; and the majority have taken sides 
in the issue to the complete bewilderment of the average reader* Be- 
cause the subject matter is still "foggy," and because the average 
American is generally "d oil ar -minded, " there seems to be plenty of 
room for a proper evaluation of corporate profits with a view to clari- 
fying some of the confusion that has risen in the minds of interested 
parties* This is especially true in the case of labor and the body of 
individual investors who are important pillars of American free enter- 
prise* Furthermore, it is felt that the literature related to the 
field needs a lot of consolidation; and that the buoyant market of the 
postwar years offers ample justification for undertaking such an in- 
quiry in view of the close bearing of corporate profits upon economic 
growth and development of the United States during the past decade* 


1 



The topic, though related to the United States, is not of ex- 
clusive interest to this country since corporate profits, their size, 
their measurement, their distribution, and the risk of dearth of ven- 
ture capital are all of common interest to all countries where the 
corporate form of business organization prevails. It is also of in- 
terest to foreign investors in United States securities. There is no 
doubt that the impact of correct measurement and size of corporate 
profits on tax revenues, replacement policies and expansion programs, 
labor-management relations, management-stockholders relations, and the 
flow of savings and investment, is of key significance to economic 
development, accounting theory, and financial policy. 

It is axiomatic that the American system of free enterprise 
has been, and will continue to remain, dependent upon the constant 
formation of new private capital. There are many who believe that 
present methods of capital formation are w neither sufficiently enter- 
prising nor sufficiently free"^; and they urge that a little more 
enterprise in selling equity securities is needed in order to preserve 
American free enterprise. The record since the end of World War II 
indicates that substantial additions have been made to the stocks of 
tangible capital owned by corporations; but the patterns of financing 
in the corporate field have been extremely varied, and based upon con- 
sideration of a large number of factors. It is the purpose of this 
study to inquire into the impact of postwar financial developments, in 
the corporate field, on American enterprise, with special reference to 
corporate profits, retained earnings, and risk or venture capital. 

^Gustave Simons, Address before a meeting of the National In- 
dustrial Conference Board in New York, March 23, 1950. 


Because reported data are unsatisfactory owing to certain 
accounting conventions, the first problem envisaged is one of statis- 
tical measurement: reducing aggregate reported figures to their real 
content* Next comes the problem of replacements and funds administra- 
tion; and whether managerial decisions connected with dividend payouts 
versus retention of earnings have been warranted. Finally, the extent 
to which corporate capital formations have relied on the flow of re- 
sidual equity capital will be examined* 

Mention has been made that the patterns of financing in the 
corporate field have been extremely varied in the postwar period. 

Much has been written about the magnitude of earnings plowed back into 
capital expansion programs, but it is apparent that the picture of in- 
vestment programs of corporations and of methods of financing has not 
been subjected to the scrutiny with a view to finding out how much of 
it really came from internal sources and how much from external finan- 
cing, and, as to the latter, how much of it was contractual financing 
wnH how much pure venture capital. While not professing this thesis 
to be a defense of any special viewpoint, the main approach envisaged 
rests upon the premise that behind a well-balanced polioy there ought 
to be a bunch of principles that find support in a valid theory and, 
at the same time, serve as a guide to practice. It goes without say- 
ing, however, that this broad premise does not rule out decisions 
which have no supporting rationale behind them* The serious and far- 
reaching implications of corporate action vis-a-vis profits and re- 
tained earnings undoubtedly warrant a thorough investigation. 

It is evident that fluctuations in profits, taxes, dividend 
payments, depreciation provisions, and capital outlays have varied 



substantially among industries and. among individual. companies wiinm 
each industry, but it is conceivable to examine patterns of corporate 
financial policies from the study of aggregate figures in order to 
determine their economic and social impact upon the United States* 
economy* The problem of correct computation seems to be the natural 
starting point in the analysis on account of the postwar inflation* 
Present and future capacity to produce will have to be correctly de- 
termined. But management's problems go beyond regaining past expen- 
ditures} and they have to weigh their joint responsibilities to cus- 
tomers, the government, their employees, and their own stockholders 
who supply them with venture capital* At this stage the immediate 
need for a more accurate determination of profits prior to their dis- 
tribution to stockholders or their retention in business arises. When 
both pictures had been clarified, the status of venture capital could 
more reliably be examined. 

Increased consideration by management to the suppliers of risk 
capital seems to be both necessary and overdue. Investors in risk 
enterprise have long been recognized as pillars of the American capi- 
talistic system; and there is evidence to prove that unless recogni- 
tion is made of residual equity holders as a vital force in the sur- 
vival of free enterprise, American private free enterprise itself might 
be seriously undermined. The immediate tax benefits of debt financing 
in the postwar period seem to have been overstated} and there is plenty 

of evidence pointing toward the danger signal. 

Briefly stated, the problem to be investigated seems to run as 
follows! there is disagreement as to the actual size of corporate 
profits in the postwar period. The adjustments to be made in reported 



dollar figures because of inflation are a necessary prerequisite for 
their intelligent interpretation. There is then the need to determine 
the size of corporate profits relative to changes in other economic 
indicators. Finally* an inquiry will be made into the function of the 
profit motive in the United States* economy, and the policies to be 
followed vis-a— ' vis corporate profits and venture capital. Within this 
framework, the study is designed to scrutinize the evidence and to 
analyze the position of postwar corporate profits and venture capital. 



PART I 


CORPORATE PROFITS IN THE POSTWAR DECADE 



CHAPTER I 


WHAT IS PROFIT? 

There are probably fev business terns which are less understood 
than profit. The term Is a popular expression; its technical counter- 
part is net income. The expression is frequently thought of as the 
equivalent of a fund available for distribution, in its entirety. In 
the form of dividends. This view is, of course , rarely true even in 
ordinary times; and entirely false during periods of inflation - given 
conventional accounting structure which is predicated on the assumption 
of a stable monetary unit. 

Income determination is probably the most difficult and the 
most interesting problem in accounting. But the technical complexity 
of the accounting process of income determination seems to be hardly 
realized. There is little recognition of the fact that what accoun- 
tants call net income, or profit, is at best "an accounting interpre- 
tation, or abstraction"; and there appears to be a pressing need for 
public education regarding the meaning of the term. "That the term 
carries no common definition," comments James D. Edwards, "is apparent 
from a study of the statements made by the various interested groups 
presenting arguments on their own behalf. 

This confusion probably stems from the widespread belief that 

James D, Edwards, "Contemporary Concepts of Business Income," 
Accounting Research . Vol.5, No.2, April, 1954, p. 121. 




conventional accounting treatments draw their strength, not from in- 
trinsically worthwhile reasons, but because accountants have mutually 
accepted them. This was put clearly by Stephen Gilman in the follow- 


ing words: 


The significance of periodic accounting profit is, therefore, 
the algebraic sum of the separate significances of the various 
conventions, doctrines, rules, and practices which at any par- 
ticular time constitute the common law of accounting.^ 


The natural corollary to such a viewpoint was also expressed by the 


same author as follows: 


Perhaps the best of all technical assertions as to the sig- 
nificance of accounting profit was Canning* s ... *What is set 
out as a measure of net income can never be supposed to be a 
fact in any sense at all except that it is the figure that re- 
sults when the accountant has finished applying the procedure 
which he adopts.' Any suggestion that such a comment is destruc- 
tive rather than constructive should be stoutly resisted. 2 

While it is true that accounting procedure for the measurement 
of net income may never attain absolute truth, and there is likely to 
be plenty of room for differences of opinion with respect to such pro- 
cedures, it stiU remains true that, in the last resort, and on the 
whole, they are governed by logical principles. The fact that these 
principles have not been fully worked out by accountants, however, has 
given to some certain convictions which mar the validity of accounting 
statements as a whole. It is evident that until the nature of account- 
ing profit is more clearly understood and the principles of its mea- 
surement are widely accepted, there will always be the danger of con- 
flicting arguments because of the absence of a closely-knit body of 
theory. Both the complexities and limitations of income determination. 


X S. Gilman, Accounting Concents of Profit. (New York: The Ron- 
ald Press Company, 1939) , p. 605. 

^ Ibid . . p. 610. 
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according to accounting practice, have been most clearly stated by 

Professor W.A. Paton in the following words: 

Corporate net earnings are the result of deduction from 
total revenues an array of applicable costs and other charges, 
and the final result is subject to all the limitations of an 
accounting system that endeavours to deal systematically with 
the complex questions concerned with recording costs as in- 
curred, tracing the course of each cost factor through the 
stream of business operation, and allocating each type and 
item of cost to periodic revenue in a reasonable way* 

Judgments, analysis, valuations, come into play all along 
the line and the results are no better than the quality of 
the judgments exercised* It is safe to say that there is no 
statistical problem that the human being tackles more diffi- 
cult than that of attempting to chop the stream of business 
activity represented by the affairs of a large corporation 
into annual segments and to state in black and white, in a 
definite number of dollars, what the company earned each 
year . . .* 


Business and Economic Concepts of Profits 

For generations, opinion about profit has varied. At one end 
are those who maintain that it is nothing less than a method of ex- 
ploiting workers; at the other extreme is the view that "profit is the 
very lifeblood of social, economic, and political progress* * There is 
disagreement on the meaning of the term, on how it is calculated, and 
on whether or not it is essential in an enterprise system* It is 
therefore pertinent to start our analysis by trying to clarify some 
basic matters of disagreement and to determine our stand* 

"Income is the name given to a family of concepts in the world 

2 

of ideas closely related to those of wealth and value*" Because 
"income exists only by definition" and is employed in materially dif- 

Sf.A, Paton, Corporate Profits . Hearings, Joint Committee on 
the Economic Report, December, 1948, pp. 61-42* 

^Changing Concents o f Business Income . Report of Study Group 
on Business Income, (New York: The Macmillan Co., 1952), p* 5* 



ferent senses; and because it varies with "the purpose or entity for 
which it is being determined," members of the Study Group on Business 
Income of the American Institute of Certified Public Accountants have 
failed to arrive at a uniform definition of the term; and they have 
urged that the word be used "with a qualification or explanation which 
will indicate the purpose and viewpoint clearly."^ 

In economic theory the definition of income or profit differs 
markedly from that of accounting practice. Profits, as defined in 
economics, represent residual income — that portion of income that re- 
mains after all costs, explicit as well as implicit, are met. Viewed 
in this light, only that part of income to stockholders which is in 
excess of a *normal* rate of return would be regarded as 'prof it. * In 
the words of Professor W.A. Pa ton: 

The earnings of a corporation become the 'price' of the capital 
furnished by the residual equity (the stockholders) and covering 
compensation for risk-taking, that is, furnishing funds in an 
exposed position, as well as some compensation for making ulti- 
mate decisions as to the commitment and withdrawal of capital 
funds from various enterprises. ^ 

The logic behind this interpretation is not hard to fetch. The common 
stockholder performs a service in providing funds for financing the 
enterprise. To the extent that the payment he receives is necessary to 
persuade him to make this contribution, it is a cost, in the same way 
as is the interest paid to the bondholder. But unless he anticipates 
receiving something extra, he will invest his funds outside. Hence up 
to the rate of interest generally available to investors, dividends on 
stock become 'implicit interest. ' If there is any income over and above 

Hbid. . pp. 15-16. 

^Correspondence with Professor Paton, April, 1958. 


that necessary to attract and retain investment in this stock, then the 
excess is a 'profit' in the economic sense. The development of this 
conception of profit as a "unique form of income not reducible to re- 
muneration for either capital or labor of any kind" owes its origin to 
two American economists: J.E. Clark and F.H. Knight, Knight argued 
that it is "unpredictable change" that creates possibilities of profits 
and losses; and the association of profit with "uncertainty-bearing" has 
become the generally accepted theory of profit among English-speaking 
economists. 

It should be evident from these remarks that 'pure profits,' 
positive or negative, may arise because there is dynamic change which 
cannot be accurately anticipated in the plans of entrepreneurs, and be- 
cause production takes time and productive agents cannot be immediately 
shifted from one use to another. To the extent that market imperfec- 
tions exist and foe interest rate is continually subject to change, the 
possibility of a ‘windfall* profit would always exist. On the other 
hand, it is safe to argue that ‘pure profits' tend to be eliminated 
whenever there is opportunity for new firms to enter the field. Des- 
pite this tendency, however, it is safe to assume that profits continue 
to provide the incentive to the undertaking of risky investments in an 
economy generally characterised by risk; and that profits and losses 
are motivating forces which bring about readjustments in the allocation 
of resources among industries. Furthermore, the lure that is created 
by concerns that "hit the jackpot" definiteJy helps the flow of venture 
capital into businesses having exceptional earnings. 

Accountants would be the first to admit that their concept of 
profit does not conform to the economists' term. Whereas the latter 



are concerned witn nroad social components, the rormer restrict tneir 
sphere of interest to enterprise activities. Unlike accountants, econ- 
omists do not consider income and profit to be synonymous. Horton 
Backer remarks: 

The definition of business income which has gained considerable 
acceptance among contemporary economists is the one which re- 
gards the income of a business for a particular year as being 
equivalent to the amount that can be distributed to the owners 
while permitting the business to remain 'as well off at the end 
of the year as at the beginning. 

But the question immediately arises: what is meant by "as well off"?; 
and should the comparison be made in real or in money terms? The writer 
is convinced that to pursue any further this line of discussion is un- 
necessary since it is only remotely connected in application to cor- 
porate affairs. The logic of the economists' version about income in 
the abstract can hardly be refuted; but in its pure form it is almost 
entirely devoid of accounting application. It is sufficient to observe 
here that the two terms 'income* and 'profit' connote different mean- 
ings in economies and accounting; and that for our purpose we shall 
lean more heavily on the latter. 

From the accounting standpoint, income is generally conceived 
as the residual which emerges out of matching expired costs against 
revenue. Accountants generally regard income as a monetary measurement 
of the excess of revenue over costs arising primarily through explicit 
transactions. But accountants are not in complete agreement as to the 
meaning of the terns used; and this leaves a lot of room for variations 
so that income is not even interpreted the same way by all accountants. 

^Morton Backer, "Determination and Measurement of Business In- 
come by Accountants," Handbook of Modern Accounting Theory. (Hew fork: 
Prentice Hall, Inc., 1955), p. 216. 


As a result, the recognition and expiration of costs, as veil as their 
assignment to revenue for purposes of income determination, become a 
most difficult problem in accounting. Indeed, in a dynamic economy, 
where values are changing because of changes in prices and in expecta- 
tions of future earning power, there is no unique, well-defined, ideal 
concept of income against which can be compared the actual practice of 
income measurement. 

In the following discussion, consideration will be given to 
corporate net earnings, from the standpoint of the equity of common 
stockholders in particular. Because we are primarily interested in 
business income, we may define corporate net earnings in a given year 
as the residual which emerges out of matching expired costs against 
revenue. Viewed in this light, accounting profits would ordinarily 
exceed economic profits even in periods of stable prices; and the ex- 
cess increases in periods of inflation by the use of costs related to 
lower price levels. 

Reported C orporate Profits: 

Heed for O bi active Appraisal 

Since one of the purposes of this study is an examination of 
the facts concerning reported corporate profits, and since the profit 
figures accountants, economists, defenders, and critics are dealing 
with are the corporate profits reported under a set of accounting con- 
ventions, it is only natural to examine the nature of such profits 
reported. 

The accountant derives the numerical sum of profits or losses 
by takl ng the difference between revenues and costs during a specific 
financial period. In doing so, he uses techniques which are in con- 



formity with acceptable accounting principles. However, it is evident 
that any change in the definition and/or the method of computation of 
the component parts of the statements would seriously change the magni- 
tude of the profits figure. Different handling of such important items 
as depreciation, inventory valuation, and capital gains and losses, 
could spell the difference, in a specific case, between reported profits 
or losses. Besides, for corporation as a whole, the Bureau of Internal 
Revenue, the S.E.C. and other regulatory bodies prescribe the manner in 
which many key items of the income statement should be handled. As 
such, the term profit becomes simply ’a generic term 1 used to describe 
the results of a series of bookkeeping transactions; and it stands in 
sharp contrast with the concept of profits in the theory of free enter- 
prise, where it is fairly settled and stable. According to the latter, 
profits are the inverse of costs which, in a simple economy, could be 
measured verified. With the growth of managerial enterprise, how- 
ever, cost measurement has become involved and the profits figures 
illusive. Indeed, the profits of an enterprise could only be deter- 
mined when it is finally wound up. Current statements, dependent as 
they are on estimates, forecasts, and the exercise of judgment, become 
guides of dubious validity. Bad reporting and failure to recognise 
accounting statement limitations have brought the following sharp 
remarks: 

... I very auoh object to seeing American enterprise sold 
down the river on the basis of misleading accounting Infor- 
mation — information that was certainly not intended for the 
purpose for which it is being used. Popularly, as a result 
of all this bad reporting, there is the impression that the 
postwar period has been a gott mine for American corporations, 
and this is swallowed by people who should know better. Now 



folks, I submit that this Is positively not the case 


t * • 


• • • It is most unfortunate that American corporate reports, 
while showing Improvement In some technical respects, are 
basically inaccurate and even misleading to a serious degree 

• • • The precise figures are not important. What is impor- 
tant is that the aggregate of the earnings of American stock- 
holders are being seriously overstated at a time when private 
property - particularly venture capital in the corporate 
field - is under attack and undergoing inequitable treatment 
taxwise, as features of a strong current in the direction of 
State Socialism . . . , 2 

A more moderate, but no less emphatic, view is given by W.T. 

Baxter who says: 

Accounting grew up as a technique for recording what has hap- 
pened; our figures are histories ... so long as such figures 
are not asked to do much more than afford evidence of faithful 
stewardship, they are very adequate. But are they still ade- 
quate for more delioate tasks - for determining income, for 
settling production policies, for measuring the rights of share- 
holders? Almost all the writers answer 'NO*.^ 


Baxter attributes the falling prestige of historic figures to 
two main causes. 

First come the ups-and-downs of the price level .... The drop 
in the value of money during the postwar inflation has been so 
precipitate that it was bound to affeot our thinking. Asset 
values based on cost nay conjure up the best available picture 
when the price level is stable, but hardly muster when costs 
have altered substantially. Where such values also affect in- 
come figures - and so tax - the reperoussions of our concept 
have been widespread^and unpleasant.* 


^W.A. Paton, "The use of Accounting Data in Economic Analysis," 
Accounts and Ta riff r Bulletin 21, Bureau of Business Research, University 
of Kentucky, 1950, p. 82. 

2 W.A. Paton, "Financial Reporting," Journal of Accounting . 
January, 1950, p. 2l. 

3ff.T. Baxter, Studies A^eoi^t^g. (London* Sweet and Maxwell 
Ltd., 1950), p. v. 

^According to the Times . March 24, 1949, the overstatement of 
profits in British industry between 1939 and 1949 stood at L 2,500 mil- 
lion. L 1.000 million because of the error of charging raw materials 
inventory to production on a cost basis, and L 1,500 million to the 
same error in the measurement of depreciation. 

“*W.T. Baxter, op. cit. . p. vi. 




The second reason is that 


the whole concept of historic cost as a basis of value - even 
in tine 3 of price stability — has already been challenged. 

At one wing of attackers is a group of theorists ... anxious 
to demonstrate that value is a function of future benefits 
rather than past outlays. The other wing is composed of accoun- 
tants bent on belittling the balance sheet and elevating the 
revenue ac count 

To the question whether this argument is sound, Baxter gives the fol- 
lowing reply* 

It may well be that this dispute is not so formidable as 
it first appears, and springs largely from differences in the 
use of words. Some people distinguish sharply between 'cost 1 
and 'value* ... others use 'value* as a handy generic term 
covering a number of allied concepts, such as original cost, 
replacement cost, current selling price, subjective value, 

»nd so on. There seems much to be said in favor of this sec- 
ond attitude. What we seek is a practical measure of wealth. 

When regard is paid to difficulties of precise definition, to 
expense and trouble of calculation, to the needs for objecti- 
vity and familiarity of concept, then none of the measures 
can be regarded as perfect; original cost certainly does not 
get full marks, but its score may well be higher than those 
of its rivals - provided that its nature is plainly stated, 
that the price level has not changed much since the expendi- 
ture was made, and that the figures are not to be used for 
purposes for which they are not intended .2 

W.A. Paton cites two other factors, besides changes in the price 
level, as having contributed to making accounting figures on corporate 
books "just about meaningless." They are accounting conventions and 
party line subversions of such accounting conventions. The aggregate 
effect "has been an enormous overstatement of earnings with the most 
unbearable misstatement in the field of depreciation.*^ 

Substantially similar views have been expressed by Sumner H. 
Slichter, of Harvard University, in his testimony before the Joint 


1 Xbid. 2 Ibid. . p. vii. 

^W.A. Paton, "The Use of Accounting Statements in Economic 
Analysis," p. 79. 



Committee on the Economic Report of the President In December , 1948 j 
by Ralph Jones, of Yale University, in his case study of accounts of 
nine steel companies; and by George 0, May, Senior Partner of Price, 
Waterhouse & Co, All are agreed that American corporations have over- 
stated their profits during the postwar decade; and that accountants 
have an important interpretive function which is not being discharged 
today as effectively as it might and should be. The inference to be 
drawn from such reasoning as the above is that original costs are mis- 
leading; their use in inflationary times understates costs of doing 
business, overstates profits for tax purposes, and invites excessive 
labor union demands. But is this the whole story? There is evidence 
that in the heat of controversy the rest of the story is not always 
told. If corporations were to revalue their costs at current prices, 
should they not revalue their assets at current prices? 

During periods of rising prices, corporations holding goods 
normally enjoy an appreciation in the money value of such holdings, 
and, to that extent, maintain the purchasing power of their investment. 
The extent of the gain or loss in purchasing power will depend, of 
course, on whether the goods in their possession have advanced in price 
more or less rapidly than the general price level. But conventional 
accounting recognises these monetary gains only when they are realised; 
and even then, management would argue that this appreciation in dol- 
lars reflects no gain in terms of purchasing power, but only a mislead- 
ing impression of the profitability of the enterprise. Little refer- 
ence, if any, is made to the understatement of the equity of share- 
holders and to the gain in purchasing power accruing to the corporation 
at the esqpense of creditors. Furthermore, businessmen contend that 



the rate of return on replacement costs Is the only relevant measure 
for determining the attractiveness of investment in a corporation, hut 
they inflate the increase in net worth when the question arises how 
stockholders fare, relative to other groups, during inflation. For 
example, use is often made of measuring profits as a percentage of 
sales so that profits which look large by other standards may look 
small when expressed in this way. While there is the possibility of 
achieving a handsome rate of return on investment, the impression left 
is that only a very small chunk of each sales dollar is taken. Besides 
because many firms handle the same material until it ultimately reaches 
the hands of the consumer, profit in the aggregate, while representing 
a tiny percentage of sales, may still amount to a large share of the 
national income* 

These questions raised by the writer should in no way be in- 
terpreted to mean that he challenges the right of corporations to score 
decent profits. Just the opposite reflects his own convictions; and 
he firmly believes that the United States has been, and should continue 
to remain, an economy based largely on private initiative and free en- 
terprise. Because the satisfactory performance of such an economy 
depends in large part upon the amount of profits flowing, and upon the 
uses to which such profits are put, it follows that failure of centers 
of initiative to earn an appropriate rate of return, plus inadequate 
prospects of profit, bring only one result and that is the foundering 
of the whole economy. It is in this light that he feels the urgent 
need for an objective appraisal of the situation in order to provide a 
sound basis for Judgment; and it is in this light too that he feels 
that any sound appraisal of the profit situation must determine the 



real content of the profits figures reported by corporations. 



Public attitude towards profits has often involved some degree 
of suspicion. War profiteering and unethical business practices to- 
gether with the collapse of economic activity during the depression of 
the thirties have all helped, in view of extensive publicity, to con- 
vert public suspicion about profits and profit-makers into doubt about 
the profit motive and the ability of the capitalistic system to escape 
continuous upheavals and recurring unemployment. 

World War II however, which eliminated unemployment, did soften 
much of the criticism of the profit motive; and people again recognized 
it as a dynamic element necessary for the rapid expansion of war pro- 
duction. Then, only "excessive 1 * profits were opposed. With the advent 
of inflation after the war, the public again reacted adversely to high 
dollar corporate profits, largely on account of widespread publicity 
given to them by some federal agencies, by labor unions, and by the 
press. The qualifications that appeared with published figures to re- 
flect the impact of price changes and high taxes were too complex for 
the layman to understand. Hence arose the general impression that cor- 
porate profits were too high, that they had been causal factors in the 
postwar inflation, and that they were inimical to national welfare. 

What added to the confusion was the emphasis placed on information 
about the profits of a relatively small number of manufacturing cor- 
porations and their increase, before taxes. Almost all advance in the 
net income of unincorporated enterprises barely received comment; and 



they escaped the adverse reaction aimed at corporations . In the 
United States , to quote R.C . Osborn, "There seems to be limited reali- 
zation * , . as to the past and continuing importance of profits and 
the profit motive. They are taken for granted with a rather passive 
acceptance . . 

But it is evident that the apparent exactness in corporate 
income statements is misleading since it is the product of applying 
conventional rules of accounting covering crude guesses and arbitrary 
estimates. The conclusion reached by business executives and by some 
economists and accountants is that these rules have systematically ex- 
aggerated corporate net profits in the postwar inflation, and that the 
tax regulations and the accounting profession have prevented the wide- 
spread correction of corporate accounts for these alleged exaggerations. 
It is encouraging to note, however, that recently corporate reports 
have started to warn readers that accounting profits are larger than 
true profits j for example, U.S. Steel has actually made numerical cor- 
rections in their reported statements to stockholders. Speaking before 
the annual meeting of stockholders on Hay 7, 1956, Roger H. Blough, 


^Seymour Harris noted the following facts in his testimony be- 
fore the J.E.C. in December, 1948: 

"Business and professional incomes are up from 8.3 billion dollars 
in 1929 and 6.8 billion dollars in 1939 to 23 billion dollars in 
1947 • • • • This compares with a rise of corporate profits before 
taxes from 9.8 billion dollars in 1929 and 6.5 billion dollars in 
1939 to 29*8 billion dollars in 1947 . . . .? and from 8.4 billion 
dollars and 5 billion dollars to 18.1 billion dollars respectively, 
after taxes. It should be observed that business and professional 
incomes (not subject to corporate tax) have Increased almost three 
times since 1939, whereas corporate profits after taxes rose only 
by but 2.6 times.” 

^R.C. Osborn, Corporate Profits: War and Postwar . Bulletin II 
Bureau of Economic and Business Research, University of Illinois, 1954, 
p. 71. 


Chairman of the Board of U.S. Steel, had this to say* 

You see that a substantial part of our profits are not 
real profits in the sense that they can be used to pay dividends, 
or to provide for expansion and growth, or to serve any of the 
other functions that a profit is supposed to perform. They are 
what I would call phantom profits destined for replacement, prof- 
its which are eaten up by inflation almost before we get them. 

They cannot finance progress. We must use them just to stand still. 

This statement gives support to the proposition that final 
profits reported are the product of compromise arrived at after endless 
discussion of diverse viewpoints and that they satisfy no one. In the 
words of Oswald Knauth, "it (net income reported) is of little help to 
the outsider who has not participated in the discussions and oan there- 
fore have no knowledge of the details."^ 

Profit Approfl^&teBiad 

Without isolating the so-called true economic profit, or work- 
ing out any theoretical definition of profits, we intend to take cor- 
porate net earnings as reported and apply to them various adjustments 
so as to make them more informative and better guides for analysis. 

It should be recognized, however, that profits as reported represent a 
combined return which may be composed of diverse elements such as suc- 
cessful assumption of risk, superior managerial skill, fortuitous cir- 
cumstances, or even monopolistic advantages. The relative importance 
of these factors will necessarily vary over periods of time and may 
differ from one firm to another. In general, while the approach adop- 
ted by the writer is based upon the premise that the profit motive is 
an essential part of the American economic system, the two extreme 
-views of regarding private profit as excessive regardless of relative 

^Oswald Knauth, Managerial Enterprise . (New York* W.W. Norton & 
Company, Inc., 1948), p. 142. 


size, or that corporate profits under a competitive system would never 
be too high and should not, therefore, be subject to control, are ruled 
out* 

But before turning to a consideration of the size of reported 
profits by corporations, let us pause for a moment and settle another 
question that has close bearing upon our discussion. The question is* 
Which profits figures to read? 

Which Profi ts Figures? 

There are at present several agencies, public and private, that 
compile corporate profit figures. Some of them, the Federal Reserve 
System for example, cover only a limited group of corporations; others, 
such as the S.F..C. and the F.T.C., cover a whole segment of the economy; 
while a few, like the Department of Commerce figures and those of the 
Council of Economic Advisers, »im to measure profit totals. In the 
main, »n the figures reported are based, in the end, on data from some, 
but not all, corporations. "What these profits series show depends on 
which, and how many, industries and companies are surveyed. 

In order to determine the extent to which these various series 
Bay reasonably be used as guides to profit trends and analyses, it is 
important to know first how those series are compiled a n d what they 
contain. 

The Federal Reserve Series 

The compilation prepared by the Federal Reserve System is based 
on the public reports of 200 largest manufacturing corporations. As 

^Herbert R. Brinberg, The Confe rence Board Business Record* 
National Industrial Conference Board, Inc., Vol. VII, No. 3, March, 
1950, p. 116. 


such it is heavily weighted by large durable goods manufacturers . The 
profits reported, before and after taxes, are based on current manufac- 
turing only* Such items as tax credits applicable to prior years, non- 
recurring profits from the sale of fixed assets, transfers of reserves 
to income, and inter-corporate dividends are excluded from profits* 
During the years that immediately followed World War II, reported fig- 
ures were also adjusted to include as profits special provisions for 
contingencies, inventory declines, and additional depreciation* 

The S*£*C* - F.T.C. Series 

These two agencies have been compiling and jointly publishing 
profits figures on manufacturing corporations since 1947* The series 
provide quarterly profit data classified by industry and by size of 
corporation; but the figures for aggregate profits of manufacturing 
corporations are not the sum of the profits of all firms* Instead, 
they represent aggregate profits of a sample of companies, which is 
weighted and then blown up to represent all manufacturing corporations* 
As in all samples, errors due to sampling are inevitable; in addition 
to errors due to the incompleteness of the universe sampled* "Such 
errors," comments H*R* Brinberg, "militate against any attempt at pin- 
point reporting of total profits and should raise a flag of caution to 
the interpreter of profits fluctuations, particularly if the change is 
small in magnitude* 

Generally acceptable accounting principles are usually followed 
when preparing the S.E*C* - F*T.C* series; and this often required ad- 
justments in profit reports made to stockholders* This means that a 


^Brinberg, op. cit. . p. 120* 


good many special reserves are accepted in the profits reports made to 
the S.E.C, — F »T»C* 

The Department of Commerce Series 

The Department of Commerce estimates draw on the S.E.C, — F.T.C, 
reports sls well as on corporate reports submitted to the Bureau of In- 
ternal Revenue, The Office of Business Economics makes several adjust- 
ments to bring the figures into line with the concept of national in- 
come, Inter— corporate profits are subtracted from compiled net profits 
in order to eliminate double counting. Capital gains and losses are 
also netted out so that profits reflect current operations only; fur- 
ther profit estimates fail to allow for depletion. The series contain 
profit estimates for all U.S. corporation* organised for profit, esti- 
mates of the distribution of these profits between dividends and re- 
tained earnings, and estimates of corporate tax liability. 

The Department of Commerce warns that its provisions for de- 
preciation are based on original rather than replacement costs) and 
that there are no official estimates available on the extent of shrink- 
age in the purchasing power of the profit figures. The main reason for 
this gap Is that "statistical information, on prices and on the age 

m 

composition of the capital reflected in depreciation charges, that 
would be necessary to convert these accounting charges into & price 
level comparable to that of gross capital formation, is deficient* * 

In order to correct for inventory profits and losses arising 
from price changes, the Department includes in its national income 
series an adjustment for inventory valuation* The adjustment stands 

■hj.S. D*pt. of Commerce, National Income - Supplement to the 
Survey of Current Business, 1954 Edition, p, 43 • 


for the difference between the physical changes in inventories expressed 
in current prices and the change in the book value of inventories at the 
end of the year* 

It should be noted, however, that tax liabilities are levied 
on the basis of book profits and not on adjusted profit figures* Ris- 
ing prices, which inflate book profits, also inflate tax liability. 

The point should be emphasized further that profit records dif- 
fer between corporations; and that the task of analysing aggregate 
profits sometimes obscures the fact that not all corporations make 
profits even in good years. That profit experience varies widely be- 
tween companies is illustrated by results reported by corporations and 
included in the compilation of the B*I.R* reproduced in the following 


tablet 


TABLE 1 

RETURNS OF ACTIVE CORPORATIONS BY INCOME AND DEFICIT STATUS 


Year 

All Returns 

No. 

Returns with 
Net Income 

No. 

% 

Returns with 

No Net Income 
No. 

% 

1946 

491,152 

359,310 

73.2 

131,842 

26.8 

1947 

551,807 

382,531 

69.3 

169,276 

30.7 

1948 

594,243 

395,860 

66.6 

198,383 

33.4 

1949 

614,842 

384,772 

62.6 

230,070 

37.4 

1950 

629,314 

426,283 

67.7 

203,031 

32.2 

1951 

652,376 

439,047 

67.3 

213,329 

32.7 

1952 

672,071 

442,577 

65.9 

229,494 

34.1 

1953 

697,975 

441,767 

63.3 

256,208 

36.7 

1954 

722,805 

441,177 

61.0 

281,628 

39.0 


Sourest Statistics of Income, Part 2, 1953 Internal Revenue 
Service, pp. 117-124? Statistics of Income, 1954 - Preliminary, Cor- 
porate Income Tax Returns, Internal Revenue Service, p. 39# 

A significant feature of corporate net income revealed by the 
above table is its volatility. Although the total number of corporate 
returns has not changed substantially from year to year over the post- 


war decade , the proportion of returns showing taxable Income ha3 varied 
widely. Furthermore, the bulk of taxable corporate income seems also 
to be concentrated in a relatively few large corporations, as shown in 
the following tablet 

TABLE 2 

CORPORATE RETURNS AND NET INCOME, BY NET INCOME CLASS, 1951 


Returns Net Income 

Net Income Classes Number % of % of 


# 



Total 

(Cun.) 

Amount 

(000) 

Total 

(Cum.) 

under 25,000 


347,275 

79.0 

2,270.2 

5.0 

25,000 - under 

50,000 

36,933 

87.5 

1,284.6 

7.8 

50,000 - under 

100,000 

22,785 

92.7 

1,595.2 

11.4 

100,000 - under 

250,000 

17,183 

96.6 

2,662.6 

17.2 

250,000 - under 

500,000 

6,656 

98.1 

2,316.0 

22.3 

500,000 - under 

1,000,000 

3,693 

99.0 

2,569.2 

28.0 

1,000,000 - and over 

4,522 

100.0 

32,635.3 

100.0 

Total 


439,047 


45,333.2 



Source: “The Federal Revenue System: Facts and Figures," 

Joint Economic C ™»mi Report . 1956, p. 75. 

Of the total corporate returns with net income in 1951* approx- 
imately 7956 reported taxable income under #25,000 (347,275 out of 439, 
o47) • These accounted, however, for only 5 % of total net income repor- 
ted. On the other hand, 32,054 companies with net income above #100, 

000, or 7.3% of ell corporations with net income, accounted for almost 
90 % of total corporate net income. This is simply an indication of 
the heavy concentration of corporate profits among the largest companies. 

It is evident that general statements about profit levels cancel 
differences between industries and between companies; but profits data 
are nevertheless suggestive that when profit levels rise, a large num- 
ber of companies move out of the deficit category into the profit group 



and this leaves its impact upon aggregate corporate profits* The in- 
ference to be drawn is that record profit levels do not necessarily 
mean that profitable companies are profiteering, but that a large num- 
ber of marginal companies have managed to escape being in the red* 

In the discussion that follows, primary reliance will be made 
on the Department of Commerce Series* This is because they are more 
comprehensive; because they use as a base corporate reports submitted 
to the Bureau of Internal Revenue; and because the adjustments made 
thereon do not disturb the aggregate figures to any considerable extent* 
Appendix I gives profits figures as originally reported and those same 
figures after adjustment by the Department of Commerce* 



CHAPTER II 


CORPORATE PROFITS AND INFLATION 


The Controversy 

In the years following World War II , an increasing amount of 
public attention has been given to the volume of reported profits by 
American corporations. Business leaders have blamed 'wage rounds* for 
inflation, and labor leaders have blamed high profits of corporations 
for the same result. "There have been sweeping claims, often based on 
misunderstanding, and no less sweeping and sometimes misleading dis- 
claimers. That the subject matter of corporate profits has become 
particularly lively and had received increased attention is certainly 
a healthy development, but not without its disquieting features. The 
only conclusion that has been established beyond all reasonable doubt 
is "that data on profits are more likely to be misunderstood and mis- 
used than those on any other type of income. Hence an objective 
appraisal of the situation is urgently needed. 

Differences of opinion with reference to corporate profits in 
the postwar period stem from two basic sour cast First, there is disa- 
greement as to the actual size of the profits with each party selecting 
bases they oonsider appropriate to prove their point. Second, there 

1 John Lintner, Corporate Profits in Perspective. (New York* 
American Enterprise Association, Inc., 1949 ), p. 5 . 
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are conflicting views as to the function and significance or profits in 
the American economy. 

Those who claim that corporate profits are excessive place 
emphasis on percentage increases in dollar profits before taxes, com- 
pare those changes with national income and wages, and stress the 
higher margin of profit on sales and the larger rates of return on net 
worth. Exceptionally profitable corporations are often emphasised and 
used as examples. This has been particularly true of labor unions 
whose purpose had been to show that corporations, taken as a whole, 
could pay much higher wages and still have more left over (before taxes) 
than was earned during previous periods. To the query that reasonable- 
ness of return must be measured after the payment of all expenses, in- 
cluding corporate income tax, the reply is given that such matters are 
the responsibility of the taxing authorities and that price or wage 
agencies must not act to alter or nullify taxing power. It would be 
only conjectural to forecast what would have been the ultimate effect 
on corporate profits if the joint demands of price, wage, and tax were 
strictly accepted end enforced by business interests in the postwar 
period. Evidently such a procedure would have inflicted serious in- 
equities on corporations. 

Business leaders, in trying to prove that corporate profits 
were not excessive, have asserted that only the after-tax basis of 
comparison is appropriate; that rise in profits has been proportionate 
with the various other measures of increased economic activity; and 
that adjusting for price ohanges affecting inventory and fixed assets 
which reduce reported profits negates the validity of rates of return 
on net worth. 



The second basis of disagreement is much more fundamental than 
the first a^d could not be resolved satisfactorily even after reported 
figures have been significantly altered. 

In this setting, customary explanations of profits mere sup- 
plemented by separate arguments appropriate to the times. For ex- 
ample, inflation is held to acoentuate the need for high profits as 
an incentive to capital expansion. Almost all other arguments have in 
common the point that profits are not really as large as people gen- 
erally think. And in the midst of all that, the American public is 
living in a strange wonderland of its own. The story of the latter is 
told by James D. Edwards in the following words* 

Seventy— one percent of the American public hold the view 
that profits above a certain amount should be used to raise 
wages reduce prices. Further investigation reveals that 
this same percentage nfr most companies today are m a k i n g 
about, or more than, 10 percent profit. Almost six people 
out of ten consider such profit perfectly reasonable as 
against less than 25 percent who do not. Only two in one 
hundred think a 5 percent profit after taxes is too high. 

But when cold cash is substituted for percentages, almost 
three in ten think a $2,000,000 profit is too much. Only 12 
percent feel that 5 percent is sufficient to raise wages with- 
out raising prices, but 60 percent are convinced that a 
#2,000,000 profit is enough to do just that. In the face of 
such inconsistencies, industry has a long way to go to explain 
Cages' to the public. A large percentage of the criticism 
directed at American business management can be traced to pop- 
ular fallacies outlined above .... 

Out of this fog of misconceptions and convictions comes 
one clear conclusion. The public at large, including unions, 
is perfectly willing to see industry earn a profit, and could 
probably be sold on even higher profits. But it is equally 
dear that industry, its associations, and its public relations 
specialists have not found the formula through which to present 
its case. The greatest challenge to industry in public rela- 
tions is the profit story and how to tell it.l 


^James D. Edwards, "Contemporary Conoepta of Business Income," 
op. cit. . pp. 129-131. 


The unfortunate part of the story is that accounting is 
drawn in to prove everybody's case, only to find itself 
attacked by all parties and beaten up ... . The account- 
ing yardstick itself cones into question; it is accused of 
further complicating the situation, or even of falsifying 
the record . 

A basic source of the difficulty seems to have been failure to bring 
about all the related phases of the problem together so that they may 
be judged together; and, equally significant, the existence of concep- 
tual differences which are frequently tacitly assumed rather than 
spelled out for examination* Thus the term net income is being used 
in two sensest First as the accountant interprets the term, and, second, 
as the economist understands it with an eye on real costs and real income* 

Inflation: The Root of the Trouble 

Although regularly published data on corporate profits have 
been subject to varied interpretations and adjustments during normal 
times, it was inflation only in the postwar period that brought forth 
proposals for altering accounting methods, especially with respect to 
inventory and depreciation charges. While it is true that relatively 
little disagreement exists concerning the computation of corporate 
profits as determined according to acceptable accounting standards, the 
impact of inflation has given rise to the basic question as to what 
adjustments should be made in accounting procedures to reflect the de- 
cline in the purchasing power of the dollar. 

The inference seems to be warranted that in the heat of the 
debate over inflation in the United States during the postwar decade, 
both business and labor seem to have lost the sense of digging deep 

^Thomas H. Sanders, "Inflation and Accounting," Harvard Busi- 
ness Review . Vol. xxx. No. 3, May -June, 1952, p. 50. 


into the real causes of inflation and have not displayed enough frank- 
ness in dealing with the effects of either wage or profit increases* 

To see why this is so, it is necessary to take a quick look at the 
major causes of inflation since the end of the war* 

For the first postwar wave of inflation which ended in 194$ 
and which brought the purchasing power of the prewar consumer dollar 
to 58 cents, the major causes are unmistakably clear. They were: (l) 
the war-created shortages and the pile of liquid resources built up 
during the war years when rationing was in force; and (2) the steri- 
lization of effective monetary and credit control for financing the 
participation of the United States in the war, and in the interests 
of cheap financing of government. 

When the Korean war broke out in June, 1950, the machinery for 
effective monetary and credit control was still cut of commission, and 
people, still conscious of wartime rationing, resorted to piling up 
inventories, especially since credit remained readily available at low 
cost* This resulted in an upward pressure on prices that pushed up 
both the consumer and the wholesale price indices by about 10 percent 
within 18 months. When in March, 1951, the so-called "accord" was 
reached between the Treasury Department and the Federal Reserve author- 
ities, by which the latter were relieved of the obligation to keep the 
price of government bonds pegged at par or above and their full powers 
over the supply and price of money and credit were restored, the Fed- 
eral Reserve authorities significantly contributed to keeping the gen- 
eral level of prices notably stable through the year 1955* The latter 
was due, in part, to contrasting trends in industrial and agricultural 
prices: the average of agricultural prices having gone down, from 



January, 1953 until December, 1955, by 17 percent while the average or 
industrial prices increased by 6 percent.^" 

It is the placing of responsibility for increases in industrial 
prices since the Korean wave of inflation that constitutes the battle- 
ground continuously being fought over by labor leaders and business 
executives. The former argue that the rise in industrial prices is to 
be accounted for by greedy mark-ups on the part of business firms. The 
latter, though conceding the mark-ups, insist that higher prices were 
due primarily to increased labor costs. In view of the fact that sta- 
tistical reporting is inadequate, and that conflicting facts from com- 
pany to company and from industry to industry do exist to keep the 
argument going, little concrete results could be achieved along this line. 

There might be room for doubt that in some industries the rise in 
wage rates under escalated wage agreements have outstripped increases in 
wage productivity. Under those circumstances wage increases would have 
led to unit cost increases which, if profit margins were to be main- 
tained, could be matched only by increases in prices. A good example of 
that is found in wage settlements in the steel industry. According to a 
recent official study, against an increase in output per man-hour in 
steel of about 14 percent between 1951 and 1955, increases in hourly 
wage rates, over the same four years, were about 26 percent, or almost 

twice as much. This could explain why the price of steel increased 

2 

during this period by a little over 14 percent. 

^Dexter 11. Keezer and E. Russel Eggere, "How Much More Infla- 
tion in the U.S.?," Llovds Bank Review . October, 1957, p. 26. 

2 Ibid. . p. 27. 


Since IV 5b rising prices nave brought inflation to the center 
of the stage as a major national problem. Two factors seem to have 
contributed to this most recent phase* first, there was the agricul- 
tural price level which started to rise and thus ceased to offset the 
increase in industrial prices, and, second, there was the strong up- 
ward pressure brought about by the tremendous boom in new industrial 
plant and equipment which jumped about 22 percent above the 1955 figure , 
itself an all-time record of $28.7 billions. Concomitant with this 
heavy volume of business investment was a state of industrial indiges- 
tion and the incorporation into the working force of an abnormally 
large number of workers, many of whom were unskilled, both of which 
factors tended to result in a lower rate of increase in industrial pro- 
ductivity. Failure of industrial productivity to rise appreciably in 
1956 was summed up in the President’s Report to Congress in January, 

1957, as follows: 

While the increase in wage and salary rates were only 
slightly greater than those in 195 5> the improvement in 
productivity appears to have been substantially less. Thus, 
wage and salary costs per unit of output, which had been 
stable during most of 1955 > rose significantly last year. 

It would appear that the improvement in output per em- 
ployee man-hour which occurred in 1956 was not only less 
than the rise in 1955 but less than the average recorded 
for the postwar period. Total employment is estimated to 
have increased between 1955 and 1956 by about as much as 
the physical output of goods and services. Even after 
account is taken of changes in hours worked, only a very 
small gain in over— all productivity is indicated. Inter- 
preting these developments, however, it must be borne in 
mind that productivity improvements are irregular from year 
to year and vary from industry to industry. Nonetheless, 
the smallness of the 1956 gain contributed to the rise in 
unit labor costs and, in turn, to the increase in prices. 

Through the exercise of their broad powers over money and credit, 
the Federal Reserve authorities have made it difficult for companies to 
pass on wage boosts in the form of higher prices with the freedom they 



enjoyed in the immediate postwar years. This they did by patting on 
the lid on the supply of money and credit which would be used to bid 
up the price of scarce goods and materials, thus creating pressure for 
rising costs to be absorbed elsewhere along the line. But as the Pres- 
ident's Economic Report for 1957 stated s 

The full burden of avoiding price inflation, which is an 
ever present ha sard in an expanding economy operating close 
to capacity, cannot be successfully carried out by fiscal and 
monetary restraint alone. To place this burden on them would 
invite the risk of producing effects on the structure and func- 
tioning of our economy which might, in years ahead, impair the 
vitality of competitive enterprise. 

The observation seems to be justified that the same causes that 
have contributed to the upward surge of prices after 1955 may, in time, 
generate remedial action. The heavy installation of new equipment is 
expected to increase industrial efficiency greatly and to provide the 
potential for the resumption of a rapid increase in the productivity of 
labor. Furthermore, the investment made in 1956 and 1957 will give 
industry a long lift to be amply equipped with producing capacity. And 
since the root cause of price inflation is relative scarcity of goods, 
this would constitute a major drag on price inflation. If we add to 
that the creation of confidence that the Federal Reserve authorities 
have the power, disposition, and political independence to temper in- 
flation and the increasing intensity of competition in American business, 
we can expect the creation of a restraining influence on the future 
course of the 'cost-push' inflation. 

The above observation should not be interpreted to mean, how- 
ever, that inflation is a thing of the past. Powerful unions in key 
industries may be able to exact wage increases which would put almost 
irresistible pressure on the industrial price structure as has happened 



in 1955, when the United Auto Workers obtained a wage increase of more 
than 2C cents per hour, thus setting the pattern for similar agreements 
in other basic industries. If we add to that government's commitment to 
maintain full employment and match the race in military preparedness 
with Soviet Russia, forces which exert a powerful upward thrust on wage 
costs clearly become unleashed* 

Inflation and Inventory Costs 

There is a flood of current literature warning that corporate 
profits during the postwar period have been considerably overstated be- 
cause inventory charges have been reported on a cost rather than on 
current basis in accounting statements. Even with the use of the Lifo 
method in computing inventory costs, the Department of Commerce figures 
indicate that net inventory valuation adjustments for the postwar decade 
beginning with 1946 amounted to $22.4 billion. All but the two years 
1949 and 1952 reflected increased prices and negative inventory valua- 
tion adjustments. 

The position taken that 'inventory profits' do not represent 
real earnings has given rise to a search for remedial action; and one 
such remedy has been the growing use of the Lifo inventory method. 

While admittedly this interpretation is debatable, since it is dependent 
upon the definition of cost and income adopted, still the development of 
the Lifo procedure and its adoption for tax purposes and for financial 
reporting has marked an important event in the history of accounting 
thought in the United States. 

As early as 1936, a special committee of the American Institute 
of Accountants gave first expression to the opinion that "the prime 
purpose of the 'last— in, first— out* principle • • • 


is to bring about. 



In 'the determination of profits In the financial accounts, a substan- 
tial correlation between sales prices and those raw material prices 
which have been directly causative of such sales prices."* In 1938, 
and again in 1939 » Congress sanctioned the use of the method for tax 
purposes. 

With the advent of inflation following the second World War, 
the problem of inventories assumed major significance in the account- 
ing process; and the Committee on Accounting Procedures of the Ameri- 
can Institute of Accountants gave it special attention in its Account- 
ing Research Bulletin 29, 1947. In the latter Bulletin, Lifo was men- 
tioned as a permissible method of ascertaining the cost of inventory. 
However, the same Bulletin stated that "a major objective of account- 
ing for inventories is the proper determination of income through the 
process of matching appropriate costs against revenue." 

In the survey of Accounting Trends and Techniques published in 
1956 by the American Institute of Accountants it was revealed that of 
600 industrial and commercial corporations covered in the Survey, the 

number of companies using the Lifo method rose from 118 in 1950 to 193 

2 

in 1955. This growing adoption of Lifo is in line with the growing 
body of opinion that it represents a concept of income rather than a 
basis of determining the cost of inventories. It must further be 
attributed, in part at least, to the fact that it is acceptable for 
income tax purposes and, therefore, offers a hope of reduction or at 
least long postponement of taxes during periods of rising prices. 

^"Changing Concepts of Business Income," op. cit. . p. 39. 

^American Institute of Accountants, Accounting Trends and Tech - 
niques . Tenth Edition, 1956, p. 64. 



It should be pointed out that the Lifo method is admittedly 
faulty as a device for eliminating the effects of inflation from income 
determination, since it does not entirely do so. It remains, however, 
a step in that direction; and it is one device that a considerable seg- 
ment of corporate management has adopted for tax advantage and as a 
partial answer to the effect of inflation on financial reporting. 

Furthermore, even if we admit that inventory profits should, 

perhaps, be tax exempt, there remains 

the inequity of permitting relatively current costs to be de- 
ducted from revenues in the case of investments in merchandise 
and materials - generally held for a short period and, hence, 
low risk commitments - while requiring investors in plant assets 
- high risk commitments - to confine their deductions for de- 
preciation to recorded dollar costs with no adjustment."*- 

It should be evident that these so-called inventory profits are 
non-recurring except insofar as there is continuous inflation. Hence it 
follows that the windfall nature of these profits cannot be ignored when 
calculating pricing methods or wage rates. Furthermore, these profits 
are anything but disposable income since, in a continuing enterprise, 
they must be reinvested t; maintain the physical quantity of inventories. 
To argue this way, however, does not disprove the fact that inventory 
gains, though not available for distribution, do represent an increase 
in the dollar value of property owned by the corporation; and that the 
need for additional working capital which normally accompanies infla- 
tion, and which is generally obtained by reinvestment of earnings, should 
escape taxes by its Inclusion as a cost. ■Profit," in the words of R.C. 

Osborn, "does not need to be in i\form suitable for distribution as 

2 

dividends in order to be called profit." But the need for its reinvest- 


■^Prof . W.A. Paton, correspondence with the writer. 


’Osborn, 


:> on. cit. . p. 26. 


ment to maintain the existing level of operations invalidates claims 
of labor union representatives that they should receive equal treat- 
ment and be used for the same purposes as disposable income. 

Given that these inventory profits arising from inflation are 
not permanent and that they must be retained in business for all prac- 
tical purposes, the next question arises! should they be taxed in the 
same manner as disposable income, be subject to a capital gains tax, 
or perhaps be tax free? Business interests would, of course, argue for 
the last alternative since it would reduce the corporate income tax 
burden. But would this be equitable? There seems to be no logical 
reason why business firms should have part of their working capital 
furnished tax free during periods of inflation since the over-all work- 
ing capital required during those times exceeds higher— priced inventories 
to cover additional cash and receivables to handle an expanding volume 
of sales. 

Inflation and Depre ciation Charges 

The second major change calling for an adjustment of computed 
net income involves depreciation charges. As in the case of inventories, 
past historical costs and the present economic value of the portion of 
plant assets used up are at variance. Under those circumstances it be- 
comes possible to report net income for tax purposes while depleting 
the service capacity of capital. But the disregard of long established 
accounting conventions to the economic axiom that without maintenance 
of capital there can be no inoone, should not misguide us to the extent 
of overlooking the non— recurring and phantom character of the profits 
which arise from failure to conform to it. Indeed, such profit, insofar 
as practicable, should be excluded from discussion of aggregate profits! 


and its recognition would taring accounting profits wore nearly in line 
with the economic requirement that depletion of capital is not income • 
In view of the complications arising with respect to depreciation, num- 
erous suggestions have been made as to the adjustments required to cope 


with increased replacement costs for capital equipment. 

The existence of the problem is evident taut a satisfactory 
solution, acceptable to all major groups, has not been found. 
As with the treatment of inventory, the economists have been 
generally more favorable to adjustment than have the account- 
ants 


There are some who argue that depreciation charges should be 
based on the cost of reproducing the assets being used up. This asser- 
tion definitely misinterprets the function of depreciation (to measure 
net earnings (or loss) as accurately as possible) and confuses it with 
that of replacement. If it is desired to maintain intact the physical 
quantity of capital in terms of real purchasing power, then adjustment 
for price changes should be made in depreciation charges so as to allow 
the company to maintain its physical amount of tissets without the re- 
investment of part of its net income. If, on the other hand, the dollar 
amount of capital is to be the measure, 

then as is true with inventories, a part of xhe dollar net income 
is not available either for physical expansion or for dividends 
but must be retained because the corporation has not recovered as 
a cost the physical volume (capacity to render services) of assets 
being consumed. The firm will thus have a larger dollar capital 
investment even though its productive capacity may not have been 
increased.^ 

The tax aspeot seems to be a major factor in business policy 
resulting from the use of adjusted costs. If the Bureau of Internal 
Revenue accepts higher cost figures, then more dollars would be retained 


1 Osborn, Corporate, Profits. War and Postwar * opt P* 28. 

p. 29. 


after taxes* But would It not be equally logical, under the circum- 
stances, to tax the increase in the dollar value of assets resulting 
from inflation after allowing for the capital loss arising from the 
decline in the real value of working capital? And if the corporation 
is allowed to maintain, roughly speaking, the status quo by adjusting 
for price level changes, how should long-term creditors and preferred 
stockholders be treated? Should they not be compensated for their own 
loss of purchasing power in the form of additional dollar investment or 
higher return? These are important questions that await satisfactory 
answers* Meanwhile, it may be argued, as a practical matter, that good 
profits in the postwar years have compensated common stockholders for 
their capital losses to a considerable degree; and although dividends 
have not increased in proportion to increases in the cost of living, 
average prices of common stock, especially those listed on stock ex- 
changes, did keep pace with rising living costs* 

Another advantage to be gained from adjusting computations of 
profit, besides releasing more funds after taxes, would be better public 
relations* During the postwar decade, the public has gained the impres- 
sion from corporate published reports and the publicity given by labor 
unions that corporate profits have been unnecessarily high* As stated 
by Ralph C* Jones: 

The principal effect of huge overstatements of business profits 
in 1946 and 1947 was to create a climate of public opinion un- 
favorable to the adoption of sound economic polioies* The prev- 
alent opinion, even among well informed persons, is that profits 
have been and are extraordinarily high and probably excessive *^ 

The reason behind that is that the public is impressed by gross figures 
and by the headlines often attached to them* 

^Ralph C, Jones, "How can Profit Reports be made Realistic?" 

The Commer cial and financial Chronicle , Jan. 27, 1949, p. 16. 



The evidence available indicates that business executives favor 
such adjustments, not only because they feel that current operations 
are more clearly revealed but also because they hope for a tax revision 
that will result in tax savings. Labor unions, however, are very ada- 
mant about retaining use of conventional accounting methods claiming 
that "profits are profits regardless of the changes in the price level 
and should not be regarded differently because of source or continuity."^ 
There is no doubt that the basio complications with respect to 
income determination have been caused by inflation. It is equally 
apparent that a satisfactory solution cannot be found in simple account- 
ing adjustments. With inflation continuing, there is no solution accep- 
table to all and not open to objection by one party. The best that one 
could do is to work out some procedures which would minimize the compli- 
cations as much as possible and thus reduce their adverse effects. 


1 Osborn, Corporate Profits. War and Postwar, ggf P* 73. 





CHAPTER III 


REPORTED CORPORATE PROFITS 


Postwar Trend 

Wo plan to start our analysis with figures based on accounting 
procedures used by corporations themselves in reporting their profits 
to the public. The figures reported include, inter alia , capital gains 
and losses; and we consider it appropriate to give at least passing 
reference to them since one of the distinguishing features of ownership 
and management of a business enterprise is the provision of opportun- 
ities for the realization of capital gains, as well as the risk of in- 
curring capital losses. Any appraisal of the relative changes which 
have occurred in the total economic position of different groups in 
the econoqy, over any period of time, would, in our opinion, be both 
incomplete and misleading were it to fail to allow for such changes in 
the oapital position. 

For this specific purpose, only the figures reported by cor- 
porations to the Bureau of Internal Revenue are useful. The following 
table gives those reported corporate profits that appeared so far in 
the Statistics of Income, Department of Treasury. 

When the purpose is to evaluate the ordinary current operations 
of corporations, it becomes appropriate to use profits figures which 
exclude elements of oapital gains and losses, a thing which the Depart— 
sent of Commerce does in its profits series. Table 4 gives corporate 
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TABLE 3 


CORPORATE PROFITS RETURNS CP ACTIVE CORPORATIONS 
BY INCOME AND DEFICIT STATUS 
(Millions of Dollars) 



Year 

Compiled 
"Net Profit" 

Net Capital 
Gains 

Compiled 
Net Loss 

Net Deficit as 
% of Net "Profit" 


1946 

27,185 


1,211 

1,992 

7.3 


1947 

33,381 


925 

1,959 

5.9 


1948 

36,273 


849 

1,84 8 

5.1 


1949 

30,577 


723 

2,382 

7.8 


1950 

44,356 


1,129 

1,525 

3.4 


1951 

45,581 


1,423 

1,781 

3.9 


1952 

40,705 


1,379 

1,970 

4.8 


1953 

42,131 


1,265 

2,329 

5.5 


1954 

39,957 


2,001 

3,236 

8.1 



Source: Statistics of Income Part 2, 1953, U, 

>S. Treasury Dept., 

pp* 117-124} Statistics of Income, 1954, 

U.S. Treasury Dept., p. 

39. 




TABLE 4 





CORPORATE PROFITS, BEFORE AND AFTER TAXES. 




ALL PRIVATE CORPORATIONS, 

1946-1956" 





(Billions of Dollars) 



Year 

Corporate 

Corporate Corporate 

Dividends 

Undis. Inv. Val. 


"Profits" 

Tax.Liab. Profits 

Payments 

Profits Adjust* 


B.T. 


A.T. 




1929 

9.6 

1.4 

8.2 

5.8 

2*4 

.5 

1939 

6.4 

1.4 

5.0 

3.8 

1.2 

-0.7 

1946 

22.6 

9.1 

13.4 

5.8 

7.6 

-5.3 

1947 

29.5 

11.3 

18.2 

6.5 

11.7 

-5.9 

1948 

32.8 

12.5 

20.3 

7.2 

13.0 

-2 #2 

1949 

26.2 

10.4 

15.8 

7.5 

8.3 

1.9 

1950 

40.0 

17.9 

22.1 

9.2 

12.9 

-4*9 

1951 

41.2 

22.5 

18.7 

9.1 

9.6 

-1.3 

1952 

35.9 

19.8 

16.1 

9.0 

7.1 

1.0 

1953 

37.0 

20.3 

16.7 

9.3 

7.4 

-1.0 

1954 

33.4 

17.4 

16.0 

9.9 

6.1 

-0.3 

1955 

42.5 

21.5 

21.0 

11.0 

9.9 

-1.8 

1956 

43.0 

22.0 

21.0 

11.9 

9.2 

^2*6 

Totals 







(1946-56) 384.1 

184.7 

199.3 

96.4 

102.8 

-22.4 


"Ths National Income Concept of Profit of the Office of Business 
Economics, Department of Commerce is used in this and following tables* 


Sources Department of Commerce* 



profits as they are reported ter the said Department . It Must 
be noted that the aggregate figures compiled are net, that is, compiled 
deficits are deducted from compiled net profits, and, in order to rule 
out duplications, intercompany dividends are also eliminated* But the 
way corporate earnings are reported and the terminology used by the 
Department of Commerce are subject to very strong, and valid, objections. 

Use of the term * corporate profits before taxes* - an inter- 
mediate figure from which taxes have not been deducted - in trying to 
appraise corporate earnings is, to say the least, misleading; and its 
continued use represents "a major phase of the consistent misrepresen- 
tation of business performance that has been persistently indulged in 
in this country - especially in government and labor union circles - 
for the last twenty years *" 1 Likewise, ‘corporate tax liability,' as 
computed and reported, could be criticised on two grounds* first, it is 
grossly understated since it fails to include an array of other taxes, 
running to substantial amounts, that are buried under various expense 
headings in corporate income statements, and, second, it would be com- 
pletely inaccurate to imply, as the term does, that federal income taxes 
are the only type of levy* 

In our analysis of corporate earnings performance we plan to 
deviate from the customary method of presenting corporate data by de- 
leting the columns 'corporate profits before taxes' and 'corporate tax 
liability'; and we intend to concentrate on corporate net earnings with 
a view to sharpening our appraisal* In this way we feel that our analy- 
sis would rest on more solid ground suad our computations would be more 
valid* Bhen discussion dictates that we refer to either of these two 


^Prof • W.A. Paton, correspondence with the writer. 


statements, the limitations attaching thereto should always be borne 
in mind. 

A further refinement needed is that gains and losses whioh re- 
flect changes in the price level as such, for example, inventory profits 
and the excess of current replacement costs over book values of capital 
assets used up in the course of producing current income, should also 
be eliminated. If this were done, the current levels of corporate 
profits become substantially lower in dollar terms than the reported 
figures usually cited. More on this will be taken up later. 

The table reveals that over the period 1946-1956 "net corporate 
profits" (corporate "profits" less corporate deficits) have totaled 
$384.1 billion, of which federal and state corporate income and excess 
profits taxes siphoned off $184*7 billion, leaving $199*3 billion as 
corporate net earnings. Of the latter, $96.4 billion were distributed 
in the form of cash dividends, i.e., excluding inter-company dividends, 
qnri $102.8 billion were retained within the business. 

In general, the profits trend, expressed in absolute terms, has 
been ascending but not without marked variations which portray the 
profit and loss characteristic of a capitalistic society. Corporate 
profits, unadjusted for inventory valuation, rose from a low of $13.4 
billion in 1946 to a high of $22.1 billion in 1950. The total dipped 
to $18.7 billion in 1951, leveled at $16 billion throughout 1952-54* 
f^nri then recovered to $21 billion in 1955. While losses predominate 
in periods of recession, there is no assurance, even in good years, of 
reward for risk. The N.I.C.B. reports that "during the third of a cen- 
tury (1916-1949) a ndirtmiiw of 27 percent and a maximum of 82 percent of 



active corporations reported operations in the red to the Bureau of 

1 

Internal Revenue.” In the mild recessions of 1949 and 1954 nearly 

2 

four out of every ten corporations were without net income. When the 
magnitude of corporate deficit is contrasted with profits earned by 
successful corporations, a similar pattern emerges. The total deficits 
reported for 1949 and 1954 were almost 8 percent of the reported "profits” 
for each of the two years. 

Mention should be made that corporate profits have fluctuated 
because of inventory gains and losses, and of changes in tax rates. 
Inventory gains were especially significant in 1946, 1947, and 1950, 
contributing #5.3 billion, $5.9 billion, and $4.9 billion respectively 
to book profits "before taxes.” In 1955 and 1956, while they remained 
far below the levels of the three years mentioned, they amounted to $1.7 
billion and $2.6 billion respectively. 

As regards federal and state taxes and corporate profits, the 
effective rate declined at first, but rose again with the outbreak of 
the Korean Mar. During the 1951-1953 period it averaged around 55 per- 
cent, but was cut back to nearly 50 percent with the Revenue Act of 
1954. In general a feature that cannot be overlooked is the sharing 
by government in whatever income remains with corporations after match- 
ing costs of operation other than direct taxes. Over the years 1946— 
1956, every dollar made available to stockholders, or retained for ex- 
pansion, was matched by an equal payment to the government. Over the 
same period, stockholders received an average 48.5 percent of net earn- 

1,1 Profits in Perspective," 37th Annual Meeting of the Confer- 
ence Board, May 21-22, 1953, qfMonal Industrial Conference Boards Jas A . 
New York, p. 18. 

2 See Table 3, supra . 



ings, bat shareholders received a higher proportion of such earnings 
during the years 1952-1956 than in the preceding six years of 1946- 
1951. During 1952-1956, dividends represented 56 percent of net earn- 
ings, as compared to 42 percent in 1946-1951* Beginning with 1951 on* 
wards, "corporate tax liability" represented more than doable the earn- 
ings retained. 

The industry pattern of postwar growth in corporate profits re- 
sembled the general pattern described above except for one principal 
difference * the concentration of inventory gains and losses in trade and 
manufacturing. Large inventory gains were scored in 1946-194$ and in 
1950; and inventory losses in 1949 and 1952 affected book profits in 
these industries rather substantially. That is because of the tendency 
for expansion of business activity to be accompanied by rising prices 
a nd associated inventory gains, and for contraction to coincide with 

price declines and inventory losses. The table below gives support to 
the above remarks. . 

TABLE 5 


CORPORATE PROFITS* MANUFACTURING AND TRADE CORPORATIONS 

(Billions of Dollars) 


Year 

Manufacturing 

Wholesale & Retail 

Trade 

1946 

6.7 

3.4 

1947 

10.1 

3.8 

1948 

11.0 

3.5 

1949 

8.4 

2.2 

1950 

12.4 

3.6 

1951 

10.3 

2.6 

1952 

8.3 

2.0 

1953 

8.9 

1.6 

1954 

8.6 

1.6 

1955 

11.7 

2.0 

1956 

11.5 

2.0 


Source* Department of Commerce Statistics. 


It must be observed that major postwar fluctuations in aggregate prorits 
have been chiefly dominated by manufacturing , which alone accounts for 
at least one-half of the total. Relatively volatile profits in manu- 
facturing have gone through several marked swings while total profits 
in many other industry divisions have moved rather consistently upward. 

Siae and Significance 

Emphasis has been made so far that data on corporate profits 
over the years indicate a variability that is inherent in the residual 
and uncertain character of profits. Since it is the prospect of profit 
that moves businessmen's wills , the level of profits becomes signifi- 
cant primarily for the influence profits have upon business anticipations. 

The remark has often been made that corporate "profits" are at 
record levels. This circumstance is certainly no ground for concluding 
that corporate profits were excessive. To place postwar corporate pro- 
fits in proper perspective requires comparison of levels of activity and 
returns with their position in earlier years. Any examination made 
along this line leaves the reader with conclusive evidence that the 
American economy has been breaking records in almost all respects in 
the postwar decade. This was almost universally true in terms of cur- 
rent dollars, and generally true in real terms as well. Table 6 gives 
percentage increases from 1939 in selected business and economic indi- 
cators for the two years 1946 and 1955. 

With the American economy operating at peak capacity almost all 
of the time in the postwar years, it would indeed be surprising if cor- 
porate profits were not at record levels. Hence the fact that corpora- 
tions, in the aggregate, have been scoring large dollar profits in the 
postwar years should be no ground for surprise or criticism. That is 



TABLE 6 


THE CHANGING AMERICAN ECONOMY - PERCENTAGE CHANGE 
FROM 1939 IN SELECTED INDICATORS 



1946 

1955 

Gross National Product 

129.7 

329.1 

National Income 

346.8 

345.4 

Compensation of Employees 

144.7 

363.9 

"Corporate Tax Liability" 

532.3 

1,394.3 

Corporate Net Earnings 

170.9 

325.9 

Corporate Dividend Payments 

52.7 

196.1 

Corporate Retained Earnings 

552.1 

744.5 

Business Expenditure on Plant & Equipment 

169.4 

420.7 

New Corporate Security Offerings 

909.2 

2,349.2 

Purchasing Power of the Dollar 

(28.8) 

(48.2) 


Source! The Tax Foundation . "Facts & Figures on Government 
Finance," 1952-1953, p. 3j 1956-1957, p. 9. 

their objective in a free enterprise system; and profits are necessary 
for the smooth functioning of the American economy. In the words of 
W,A. Patoni 

Indeed, if the total reported earnings of all stockholders of 
the United States were to remain constant or decline in a 
period of large production and sales, such a development would 
be cause for alarm as far as the future of private business 
enterprise was concerned. We must be on our guard not to form 
opinions carelessly on the basis of aggregate figures represent- 
ing earnings of stockholders, earnings of factory employees, or 
any other group. Only as the available data are carefully sif- 
ted, analyzed, and compared is it possible to form reasonable 
conclusions as to what is going on with respect to the relative 
position of various economic groups making up the nation. 1 


Criteria for Appraisal 

While the mere fact that corporate profits were at record 
levels does not in and of itself indicate that they were too high, it 
does not follow that the attained level of corporate profits were not 
excessive. Certainly more perspective is needed. 


■hf.A. Paton, Corporate Profits . Hearings, 1948, op. oit.. p.60. 





In order to provide a sound baslB for judgment, our appraisal 
must determine the relative position of the profits figures reported, 
must relate the postwar level of profits to the respective volume of 
production and employment provided and the amounts of other incomes 
received in the economy, and must examine the uses to which corporate 
profits were put and the desirability of those uses in the light of 
their impact upon the whole economy. Furthermore, such an appraisal 
must relate corporate profits to basic measures of economic activity 
and, in addition, give specific attention to the returns realized by 
common stockholders, as distinct from the corporations themselves. 
Finally, our appraisal must determine the real content of the profits 
figures reported. 

But if the relative rather than the absolute position of cor- 
porate profits were to be the criterion for measuring profits, the ques- 
tion arises as to what valid basis to use for comparison? It is axio- 
matic that in order to have any validity at all, comparisons must be 
made between like situations. For example, it would be an abuse of the 
most elementary principles of comparison to compare dollars of one 
period with dollars of widely different purchasing power in another 
period. Furthermore, in a dynamic and progressive economy as that of 
the United States, profit records, in order to have significance, must 
always be judged in relation to other dynamic criteria. 

Joseph £• Sprague cites four basic conditions which should be 

clearly held in mind when seeking to analyze the size and significance 

of profits. In times of inflation, he argues, 

(l) profits as reported on the basis of established accounting 
practice are in effect overstated by the amount of the rise in 
replacement costs over the sum set aside to cover capital ex- 
tinguishments; (2) reported profits cannot properly be compared 



with previous years because of the shrinkage in the purchasing 
power of the dollar; (3) the rate of return on the capital 
employed, ordinarily a very useful standard, cannot be used as 
a criterion of the magnitude of profits because the rate of 
return is a ratio between two sets of dollars of different 
values; and finally he states (4) in all times, inflationary 
or normal, the most effective criterion to apply in the judgment 
of profits is their adequacy or inadequacy in the process of 
capital formation .... to maintain and expand the country* s 
productive capacity. 1 

It is evident that the most obvious adjustment called for in- 
volves the changing monetary standard. "Curiously enough," the Staff 
memorandum of the Joint Economic Committee of 194® remarked, "the con- 
cept and reporting of *real profits* lags far behind the understanding 
and use of the *real wage* concept." The answer to that is partly 
because the choice of an index by which to measure changes in purchas- 
ing power of the profit-dollar is still debated. If profits are looked 
upon as incomes to individuals, in their capacity as owners of the cor- 
poration, the consumers' price index might be used to estimate real 
profits notwithstanding the skewness of dividend distributions to higher 
income groups; if profits are treated as ultimate income when received 
by the corporation, then a different index might be chosen as evidence 
of the decline in purchasing power of the profit dollar. Beyond that, 
it must be remarked that the considerable variability of the profits 
aggregates are in themselves noteworthy* 

There can be no doubt that inflation has affected drastically 
the size and significance of corporate profits. To say the least, it 
has caused a large gap between accounting profits and so-called 'true 
economic profits'; and while accountants have been inclined to hold to 
their traditional methods of calculating profits, while recognizing 

^Joseph E. Sprague, Corporate Profits. Hearings, 1948, pp*177-8. 

2 Ibi4*- » p. 233. 



the need for supplementary statements, economists, on the other hand, 
have emphasized the need for adjustments of all costs to current price 
levels. Given no simple norm by which profits or their level may be 
judged, there remains no choice but to consider the alternative yard- 
sticks available for their measurement. 

The point of view of business was summarized in the National 
Association of Manufacturers statement before the J.5.G. in January, 
1957, in the following words: 

America* s road is the road of orderly economic growth, whieh 
avoids the perils of inflation on the one hand and the evil 
of unemployment on the other. The only way to stay on this 
road is to share the benefits of economic growth fairly by 
means of lower prices to consumers, better wages to labor, 
and increased returns to investors. As long as unions are 
permitted by law to exercise monopoly powers, this same course 
is unavailable. ^ 

As to the criteria for measuring profits, George Hitchings, of 
the Ford Motor Company, stated before the same Committee that n the 
proper comparison is between employees and stockholders, rather than 
with the corporate entity, which is merely the vehicle for producing 
income. w<c His argument is based upon the premise that profits after 
taxes are the proper measure of income since stockholders, who are the 
owners of the business, have available as income only the amount left 
over after taxes. 

But an opposite viewpoint exists which is critical of corpor- 
ate profits and charges that they are too high. Besides labor unions, 
whose desire to share profits through wage increases without price in- 
creases, a thing which represents little more than special pleading, 

^ Joint Economic Committee, Hearings on the President *s Economic 
Report, January, 1957, p. 750. 

2 Ibid. . p. 303* 


there are some who argue that corporate profits have been higher than 
necessary to perform their 'valid* function; and that their size is no 
less than a threat to the stability of the economy at large. The 
framework of this philosophy seems to rest on the following explicit 
or implicit assumptions which are summarized by R.C. Osborn as follows* 
(a) We now have sufficient knowledge about the operation of our econ- 
omic system to maintain stability and to eliminate all but very minor 
fluctuations in production and employment, (b) Underconsumption has 
been the cause of recessions and depressions in the past and the main- 
tenance and gradual expansion of consuming power i3, therefore, the 
principal concern of our economy, (c) Higher wages and further redis- 
tribution of wealth are conducive to stability and are to be advocated 
also on humanitarian grounds, (d) Capital is not scarce; an excess of 
saving and investment is more to be feared than a deficiency thereof 
• . . and (e) through government coordinative action the desired sta- 
bility can be assured. 

Osborn comments i 

The entrepreneur and his individual profits assume under these 
hypotheses a distinctly subordinate role in the economic system 
And can be controlled in such a manner as to aid in attaining 
stability. Since capital is plentiful, there is little danger 
of destroying a significant amount of incentive by the various 
methods of taxation adjustment. The return on capital can 
be relatively small under conditions of full employment ... 

In many respects, profit loses its dynamic and directive role, 
becoming a residue of income received somewhat passively by the 
owners of capital • • • • 

If the proposition is accepted that corporate profits can 
be relegated to this relatively unimportant position, and the 
question of risk is no longer significant then such income does 
not need to be made higher on the average than the return on 
bonds «riH other credit instruments. On such a basis of assump- 
tion there may have been no need for corporate profits to be as 
high as they were in the postwar period. 


■^Osborn, Corporate Profits* War and Postwar , op. cit. . pp. 66-67. 






Evidently such an interpretation (rejected by Osborn) reflects 
first, an anti-business attitude; second, it shows unwarranted faith in 
an all-time cure of depressions; and third, it stands in sharp contrast 
to the basic philosophy of a free competitive society. The gist of the 
problem seems to be that as long as companies continue to report sizable 
profits arising from historical cost income determination, labor unions 
will be equipped with a strong argument for wage increases based on 
ability to pay and the claim of ignorance in methods of profit measure- 
ment. Similarly, when stockholders compare reported earnings per share 
with dividends received, they are apt to feel that they are being treated 
unjustly. Above all, there is government* s demands for an additional 
portion of reported earnings in the form of increased income taxes. 

Thus management is placed in an unenviable position wherein, 
in order to protect the interest of the business entity, it 
is buffeted on all sides by seemingly justified claims to a 
share in reported prosperity. These claims can only be met 
by knowledge on all parts of the methods of profit measure- 
ment of the need for sizable profits by industry today . 1 

The rationale for high dollar corporate profits during the post- 
war decade is reasoned out as follows) Had it not been for those high 
profits, firms would have found it extremely difficult to maintain their 
fixed capital and, at the same time, preserve their liquid position. 
According to this interpretation, current profits rates should reflect 
an adjustment of the costs of replacement and hence it is inadvisable 
to base prices and wages on the premise *that a dollar of profit is a 
dollar of profit regardless of source or continuity. * Furthermore, as 
new higher cost assets are acquired and depreciated, the tendency is 
to bring about lower profits over a period of years unless prices ad- 

^James D. Edwards, "Contemporary Concepts of Business Income," 
Accounting Research . Vol. 5 , No. 2, April, 1954» P* 123. 


just to such a condition, or unless improved techniques increase oper- 
ating efficiency* That management is oonsolous of the need for dis- 
counting reported earnings for realistic pricing and dividend policies 
is evidenced by the extensive publicity shown nowadays in stockholders' 
statements that only a fraction of reported profits represents avail- 
able disposable profits. The common stockholders' awareness of this is 
likewise evidenced by the acceptance of low price earnings ratios for 
common stock during most of the postwar period* 



CHAPTER IV 


CORPORATE PROFITS AND MEASURING YARDSTICKS 

A survey of contemporary literature relating to corporate pro- 
fits and their size indicates that various yardsticks have been used 
in an attempt to determine whether or not profits were excessive. The 
most common of those yardsticks used express profits as a percentage 
of (a) sales; (b) national income; (c) owners equity; and (d) the cost 
of replacing the present capacity of the enterprise. None of those 
yardsticks is, as we shall see, entirely satisfactory if used alone. 
Besides difficulties common to all comparative studies, such as the 
selection of a base period and the definition of what is * normal,* it 
must be recognized that since profits figures used represent either 
totals or averages, such data must be interpreted very carefully be- 
cause they hide the fact that different companies, and different groups 
of companies, show great variations in their profit experience. During 
the postwar decade, nearly one— third of American corporations operated 
at a loss. These important variations in profit experience must be 
kept in mind when judging levels of corporate profits as a whole. 

Profits as a Percentage of Sales 

Profits are frequently viewed in perspective by relating them 
to sales. Corporate profits expressed as a percentage of corporate 
sales during each of the ten postwar years is shown below* 
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TABLE 7 


CORPORATE PROFITS AS A PERCENTAGE OF SALES 
(Billions of Dollars) 


% Increase or Dec* 
from Year to Year - 
Link Relatives 


Year 

Corporate Sales 

Corporate PlPUte 

JL 

Sales 


1946 

270,9 

13.4 

5.0 

100 

100 

1947 

347.8 

18.2 

5.2 

28.4 

35.8 

1948 

388.7 

20.3 

5.2 

11.7 

11.5 

1949 

370.1 

15.8 

4.3 

- 4.8 

-22.2 

1950 

431.9 

22.1 

5.1 

16.7 

40.0 

1951 

488.4 

18.7 

3.8 

13.1 

-15.4 

1952 

498.7 

16.1 

3.2 

2.1 

-13.9 

1953 

523.5 

16.7 

3.2 

5.0 

4.0 

1954 

505.3 

16.0 

3.2 

- 3.5 

- 4.2 

1955 

557.0 

21.0 

3.8 

10.2 

31.2 


Source: U*S* Department of Commerce: Supplement to Survey of 
Current Business, 1954 > pp* 204-205$ The Tax Foundation: Facts and Fig- 
ures on Government Finance, 1956-1957, pp, 120-121, 

It is reasonable to expect corporate profits to fluctuate with 
the volume of corporate sales. Because profits are a residual, we 
should expect fluctuations in profits to be wider than fluctuations in 
the volume of sales - that is, profits rising faster during periods of 
expansion and falling faster during periods of contraction. The years 
1949 and 1950 were illustrative of this phenomenon. In the words of 
Lintner: 

We have here a striking confirmation of the common belief that 
during intervals when sales and national income fall, corporate 
profits generally will fall more than in proportion; and when 
sales and national income are rising; corporate profits will 
increase again more than in proportion,! 


^Lintner, Corporate, Prof its in Perspective. P. 37, 








One feature revealed by the above table is the declining share 
of profits as a percentage of sales revenue. This relatively low ratio 
of corporate profits to sales is sometimes used to indicate the narrow 
margin by which corporations could reduce prices without losing money. 
Use of this ratio is evidently unjustified because it fails to allow 
for the fact that income taxes also decline as profits fall off with 
lowered prices. The fall in profit margins has been worrying American 
businessmen for the past couple of years. Business Week published com- 
posite figures from 44 large companies representing a good cross-section 
of industry*^ The figures revealed that profits tt before taxes," as a 
percentage of sales, had dropped to 14.1 percent in 1956 after rising 
to nearly 20 percent in 1950. This, the paper reported, was not caused 
by falling sales, only one in five of the companies had lower sales, but 
two in three had lower margins. Thirteen large corporations, including 
DuPont, Allied Chemicals, R.C.A. , and International Harvester, showed 
lower total profits in 1956 despite higher sales; and in the same year 
the General Electric Company made 10.4 percent on a $4 billion sales as 
against 18.9 percent on $2 billion sales in 1950. 

This squeeze is attributed to rising costs while competition 
restrains price increases. Labor costs are considered the chief cause; 
other increases include higher inventory and marketing costs. It is 
argued further that markets are not responsive to pressure; manufactur- 
ing capacity is able to increase much more easily and faster than mar- 
kets could be expanded. The reaction of businessmen to this profits 
squeeze is to regard it as a long term tendency and to plan for higher 
volumes of sales to keep up total profits. This they plan to do by 


i, No. 1438, March 23, 1957, pp. 39^41. 


examining product lines to weed out the laggards among them, ty devel- 
oping new products which usually provide higher margins in the early 
years, and by improving their productive efficiency. 

But profit margin on sales, if used as a single measure in 
appraising the level of corporate earnings, is objectionable on the 
ground that it tells nothing about total profits and, many a time, may 
even be misleading. The contention is that a very small margin per dol- 
lar of sales may yield exorbitant aggregates. On the other hand, a 
profits to sales ratio has the merit that it correlates two factors 
expressed, more or less, in current dollars. Accounting procedures 
which are used to compute accounting profits remain, of course, unrem— 
edied. The general inference to be drawn is that the ratio of corpor- 
ate profits to sales sheds no light on the question as to whether or 
not profits were excessive or inadequate. As Sumner Slichter has re- 
marked. 

The answer to this question depends upon how fast the community 
wishes industry to expand. If profits are causing industry to 
expand faster than the community would like to have it expand, 
they are excessive. If profits fail to bring about as rapid an 
expansion of productive capacity as the community would like to 
have, profits are inadequate.^- 

Such comparisons of percentage ratios are quite valuable, however, in 
appraising year to year profit levels, but by themselves they are not 
adequate for any conclusive judgment. The profit sales ratio throws 
considerable light on the extent to which profits affect selling prices. 
It should be recalled that corporate profits, as reported, contain ele- 
ments in the nature of non-operating gains and losses in periods of 
rising or falling prices; and that such profits represent gains which 
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Hearings, Joint Economic Committee, 1948, 




are almost automatically reinvested in the course of normal operations 
and hence do not represent, in any realistic sense, disposable income 
to corporations. Between 1946 and 1955 corporate profits, excluding 
inventory gains and losses, have averaged 7*3 percent and 3.6 percent 
of sales respectively. One further remark seems to be in order. Be- 
cause profits are a residual income, they should almost necessarily 
show greater percentage fluctuations than sales, output, and employment, 
at least in the short run. In the words of John Lintnert 

Any failure to observe greater fluctuations in profits than in 
other measures of economic activity, at least over short periods 
of time, would clearly be exceptional and would reflect funda- 
mental shifts in cost price relationships of a kind which is not 
generally to be expected in the normal course of business opera- 
tions. 1 - 

The initial postwar years, 1946-1948, lend support to the validity of 
such a statement. The American economy was then running at extremely 
high rates of activity. Consumers had accumulated tremendous backlogs 
of demand for most types of goods and had likewise accumulated large 
liquid savings. The tremendous pressure on productive capacity together 
with inflationary price movements have contributed to the resulting high 
levels of profits. But the whole pattern clearly signified the economy* s 
need for more capital and productive capacity; and American industry 
responded with larger and larger outlays on new plant and equipment. 

There is no doubt that the high rates of profits of corporations in the 
earlier postwar years have played a crucial role in those developments 
both in providing incentive for new capital investments and in supply- 
ing a substantial amount of funds needed for such investments from 
both internal and external sources. 



As the years passed, however, rising costs per unit of output — 
particularly labor costs and taxes - were phenomenal. A study of the 
history of manufacturing corporations over the postwar decade published 
by the National Association of Manufacturers in September, 1957, re- 
veals that compensation of employees rose 23 percent per unit of out- 
put between 194 8 and 1956. Corporate taxes rose 32 percent on the same 
basis. But prices of manufactured goods rose only 10 percent. The 
result has been a reduction of 25 percent in profit per unit of output 
between 1948 and 1956. The decline in the profit margin of manufactur- 
ing industries, expressed as a percentage of sales, is particularly 
striking* It dropped from 4*9 percent in 1948 to 3.1 percent in 1956. 
(By way of comparison, the figure for 1929 was 6.4 percent.) Thus, 
concludes the National Association of Manufacturers study, "between 
1948 and 1956 profit margins as a percent of sales have fallen from a 
level characteristic of prosperity years to a level characteristic of 
recession years. 

Profits as a Percentage of National Income 

Another method of appraising corporate profits in perspective 
is by relating them to the national income which they help to bring 
into being, or, better still, to the net contribution of companies to 
the total value of the net national product, which is equivalent to the 
sum of incomes created within the corporate sector of the econoiiy • Be- 
cause compensation of employees and corporate profits grow out of pro- 
duction, and because the best measure of production of goods and ser- 
vices, expressed in dollar terms, is found in national income figures 


^NewsWeek . November 4, 1957, p. 94# 


to which corporations make the largest contribution, it follows that 
changes in the proportion of profits to national income over a rela- 
tively long period do provide perspective on the postwar position of 
these giant aggregates. The relative changes are more revealing than 
the dollar totals. 

The relationship which profits, as a distributive share, bear 
to national income is usually based on the amount of profits ’’before 
taxes,” but after inventory revaluation. This is so because, as to 
the former, corporate profits — like all other income shares * are in- 
cluded in the net national income before the deduction of income taxes; 
and, as to the latter, because inventory gains and losses are capital 
gains and losses not arising out of current production. For our pur- 
pose, we shall deviate from this practice and concentrate on corporate 
net earnings since, we feel, the latter are more representative of the 
income share accruing to stockholders. Ratios of corporate profits to 


national income are shown below. 

TABLE 8 

CORPORATE PROFITS AND NATIONAL INCOME 
(Billions of Dollars) 



Corporate Profits and Corporate Profits 

Inventory Valuation 


Tear 


1946 

1947 

1948 

1949 

1950 

1951 

1952 

1953 



National 


Income 


179.6 

197.2 

221.6 

216.2 
240.0 

277.0 

290.2 

302.1 



Adjustment 

Amount % of National 
Income 


18.1 

17.7 
17.2 
17.4 
17.1 

15.7 



18.4 


4.56 

6.23 

8.16 

8.18 

7.16 

6.28 

5.89 

5.19 

m 

5.35 


Amount % of Nat. 


13.4 

18.2 

20.3 

15.8 

22.1 

18.7 

16.1 

16.7 

16.0 

21.0 

21.0 


Income 

7.46 

9.22 

9.16 

7.30 

9.20 

6.75 

5.54 



Source* U.S. Dept, of Commerce; Hearings, J.E.C., 1957, p. 388. 



Over the ten-year period 1946-1955 , corporate profits, includ- 


ing and excluding inventory valuation adjustment, have averaged 6.2 
percent and 7.1 percent of total national income respectively* It is 
this 7*1 percent that provides the incentive for risk. It is to it 
also that government looks as a source of further tax revenue; that 
labor aspires to share through increased wages; that shareholders look 
to for greater dividends; and that consumers see as the possibility of 
lower prices and better goods. It should not be surprising, therefore, 
if corporate profits disappoint the expectations of any or all claim- 
suits; and that the whole profit system is blamed. 

TABLE 9 

CORPORATE PROFITS AS A PERCENTAGE CF NATIONAL INCOME, 1946-1956 


Year 

Corporate Profits as Percentage 
of National Income 

Percent Increase or Decrease 
Link Relatives 


Profits 

National Income 

1946 

7.46 

100 

100 

1947 

9.22 

35.8 

9.8 

1948 

9.16 

11.5 

12.4 

1949 

7.30 

-22.2 

- 2.4 

1950 

9.20 

40.0 

11.0 


6.75 

-15.4 

15.4 

195?. 

5.54 

-13.9 

4.8 

1953 

5.52 

4.0 

4.1 

1954 

5.35 

- 4.2 

- 1.0 

1955 

6.48 

31.2 

8.4 

1956 

6.11 


6.0 


Source! U.S* Dept, of Commerce 

Table 9 expresses corporate profits as a percentage of national 
Income and also gives the percentage increase or decrease from year to 
year in the form of link relatives. 

Closely related to the national income approach of studying 
corporate profit trends is to examine their relationship to total income 








originating in the corporate sector - compensation of employees, profits. 


and net interest. The ratios of corporate profits and compensation of 
employees to total income originating in corporate business are shown 
below: 


TABLE 10 

INCOME ORIGINATING IN CORPORATE BUSINESS: DISTRIBUTION BETWEEN 
COMPENSATION OF EMPLOYEES AND CORPORATE PROFITS 

(Billions of Dollars) 



Year 

Income - Corp. 
Business 

Compensation of 
Employees 

Corporate Profits and 
Inv. Val. Adjustment 



Amount % 

Amount % 


1946 

86.3 

69.0 

80.0 

8.2 

9.5 

1947 

104.7 

81.2 

77.6 

12.3 

11.7 

1948 

120.3 

90.0 

74.3 

18.1 

15.0 

1949 

115.4 

87.4 

75.7 

17.7 

15.3 

1950 

131.6 

96.9 

73.6 

17.2 

13.1 

1951 

151.4 

111.9 

73.9 

17.4 

11.5 

1952 

156.4 

120.0 

76.7 

17.1 

10.9 

1953 

165.7 

130.0 

78.5 

15.7 

9.5 

1954 

160.4 

127.5 

79.5 

15.7 

9.8 

1955 

173.6 

138.3 

77.4 

19.2 

10.8 

1956 

189.7 

150.0 

79.1 

18.4 

9.7 


Source: U.S. Dept, of Commerce. 

The average for the eleven years 1946-1956 for both compensation 
of employees and corporate profits has been 77 percent and 11.5 percent 
respectively. Corporate profits made up, on the average, less than one- 
eighth of total income originating in corporations, which in turn repre- 
sents more than half of all productive activity in the United States. 

As was mentioned earlier, the owners of corporations as individuals are 
much more directly interested in corporate profits after taxes; and 
while the share of corporate profits after taxes is not directly com- 
parable to other income shares, it does provide a significant measure 
of the relative participation of stockholders as a collective group. 






The ratio of profits after taxes and inventory adjustment, tnat is, 
disposable corporate profits, to national income is shown below: 


TABLE 11 

CORPORATE PROFITS, ALLOWING FOR INVENTORY ADJUSTMENTS, 
DIVIDENDS, AND RETAINED EARNINGS AS PERCENTAGES 
OF NATIONAL INCOME, 1946-1956 


Year 

Profits Excluding Inv. 
Gains and Losses 

Dividend Payments 

Retained 

Earn. 

$Billion 

% of 

N.I. 

Amount 

fcBillion 

% of 

N.I. 

Amount 

$Billion 

% of 

N.I. 

1946 

8.2 

4.56 

5.8 

3.22 

2.4 

1.33 

1947 

12.3 

6.23 

6.5 

3.29 

5.8 

2.94 

1948 

18.1 

8.16 

7.2 

3.24 

10.9 

4.92 

1949 

17.7 

8.18 

7.5 

3.46 

10.2 

4.72 

1950 

17.2 

7.16 

9.2 

3.83 

8.0 

3.33 

1951 

17.4 

6.28 

9.1 

3.28 

8.3 

3.0 

1952 

17.1 

5.89 

9.0 

3.10 

8.1 

2.79 

1953 

15.7 

5.19 

9.3 

3.07 

6.4 

2.12 

1954 

15.7 

5.25 

9.9 

3.31 

5.8 

1.94 

1955 

19.2 

5.92 

11.0 

3.39 

8.2 

2.53 

1956 

18.4 

5.35 

11.9 

3.46 

6.5 

1.89 


Source: TJ.S. Dept, of Commerce. 

In some respects, the immediate participation of stockholders 
in the national income is best measured by the cash dividends they re- 
ceive* The ratio of such dividends to the national income averaged 
3*33 percent over the period 1946—1956 as against 6*60 percent in 1929* 
John Lintner who made a study of corporate profits up to 1948 remarks 
that "the share of dividends in national income in 1948 was lower than 
It ha d been in every one of the thirteen pre-war years covered. ■ He 
said that "it is indeed striking to note * * . the intermittent but 
progressive declines in this income share from 1929 right on to the end 
of the war period." 


^Lintner, Corporate Profit s in Perspective. PBt .Slin P* 31* 



It is interesting to note that disposable retained earnings 
(corporate profits, after taxes and dividends, with inventory gains 
eliminated) have increased sharply in 1948 add 1949, but have since 
then declined drastically. Further treatment of dividend payouts and 
retained earnings will be made in a later section. 

With this setting of corporate profits cast in the frame of 
reference of corporate sales and Income originating in the corporate 
sector, it is possible to carry the analysis a bit farther and make 
some additional basio remarks. 

The tendency of profits (percentagewise) to rise and fall 
with the level of general business activity is generally true. The 
years 1950-1954 were an exception when the percentages deolined in the 
face of continued expansion of sales and of income originating. The 
postwar period witnessed a great expansion in market demand and produc- 
tion capacity with economio conditions supplemented by defense efforts. 
Of special significance is the fact that labor cost is a large element 
In the cost structure, since changes in the compensation of employees 
are likely to prove a major determinant of the profit ratios. Other 
cost factors also play a significant part in the determination of pro- 
fits and justify broadening the analysis by a consideration of the 
shifts occurring in the general cost structure of corporate business. 
The following table gives details of charges to the corporate account 
from 1946 to 1954 (the latest year available). 

Matching corporate sales with corporate costs, we observe that 
the over-all postwar initial rise, leveling off, and ultimate downturn 
of profit percentages have reflected a combination of a rapid but de- 
celerating advance in sales with more gradual but sustained rising 



TABLE 12 


MAJOR GOST CHARGES TO ACCOUNT OF CORPORATE BUSINESS, 1946-1954 

(Billions of Dollars) 


Year 

Cost 

Purchases 

Indirect 

Taxes 

Capital 

Consumption 

Compensation 
of Employees 

1946 

190.6 

10.3 

5.2 

69.0 

1947 

244.3 

11.8 

6.4 

81.2 

1948 

270.5 

12.8 

7.7 

89.9 

1949 

252.0 

13.3 

8.5 

87.4 

1950 

304.0 

14.6 

9.5 

96.9 

1951 

342.7 

15.6 

11.0 

111.9 

1952 

341.1 

17.1 

12.3 

120.0 

1953 

355.2 

18.1 

13.8 

130.0 

1954 

336.6 

17.5 

15.3 

127.5 


Source: U.S. Dept, of Commerce, Survey of Current Business, 
January, 1956, p. 15* 

costs. This vas especially true of labor costs, depreciation, and in- 
direct taxes. Cost purchases were relatively higher than other costs 
during the first five years, but they seem to have fallen off in rela- 
tive importance after 1950—1951* It seems that the decline in profit 
ratios (to sales) since 1951 has been associated with the rise in the 
labor cost ratio and, to a lesser extent, to increased capital consump- 
tion allowances and indirect taxes. The following table gives corpor- 
ate profits per dollar of employee compensation and percentage increase 
or decrease from year to year expressed as link relatives. Table 13 
lends support to the customary observation about the inflexibility of 
labor costs* The growth of corporate employee compensation lagged 
behind that of revenue in the late forties, but has surpassed it since 
1950* 

The general rise in indirect business taxes and depreciation 
charges has been due to the heavy outlays for plant and equipment ex- 
pansion, thus inflating the base for property taxes and depreciation. 




tabus; 13 


CORPORATE PROFITS AND CORPORATE PAYROLL, 1946-1956 


Year 

Cents of Corporate Profits 
per Dollar of Employee 
Comnensation 

Percentage Increase or Decrease - 
Link Relatives 


Profits 

Corporate 

Sales 

Profits 

Compen. of 
Employees 

1946 

19.4 

100 

100 

100 

1947 

22.4 

28.4 

35.8 

17.7 

1948 

22.6 

11.7 

11.5 

10.8 

1949 

18.1 

— 4*8 

-22.2 

- 2.9 

1950 

22.8 

16.7 

40.0 

10.9 

1951 

16.7 

13.1 

-15.4 

15.4 

1952 

13.4 

2.1 

-13.9 

7.2 

1953 

12.8 

5.0 

4.0 

8.3 

1954 

12.5 

- 3.5 

- 4.2 

-2.0 

1955 

15.2 

10.2 

31.2 

8.5 

1956 

14.0 


— 

8.5 


Source: U.S. Dept, of Commerce. 

Expanding sales have also contributed to higher excise taxes in addition 
to the advance in the rates of the latter. 

One further remark seems in order. The postwar course of sales 
has been broadly similar to that of income originating in the corporate 
sector: a rapid expansion at the beginning followed by a slower growth 
after 1951. The reasons for this pattern seem to lie in price move- 
ments and changes in output where sharp advances in each during the 
early years gave place to more gradual upward trends thereafter. Cor- 
respondingly, the course of the profit ratios to sales have resembled 
the profit ratios to income originating in the corporate sector. The 
percentage margin has advanced relatively more from 1946 to 1950 than 
did sales or income originating, but the latter two continued to rise 
after profits passed their 1951 high. For example, a 2.1 percent rise 
in sales in 1952 accompanied a 13.9 percent decline in earnings. 






Viewed in retrospect, corporate profits have not, in general, 
kept pace with the postwar business boom. In 1946 for example, cor- 
porate profits totaled $20.3 billion, or 6.7 percent of the gross 
national product. By 1956, while the gross national product had risen 
by $203 billion, corporate profits were up only $0.7 billion - an 
amount equal to only 0.35 percent of the increase in the groBS national 
product. Without claiming that a profit squeeze is the main cause, it 
is possible to point out several factors which have had a bearing upon 
the performance of corporate profits: 

1. The service lines - which are a fast growing economic seg- 
ment — are run by sole entrepreneurs and professionals rather than by 
corporations • 

2* The corporate tax rates are now nearly 52 percent versus 38 
percent before the Korean war. 

3. A combination of the more general adoption of Lifo account- 
ing, higher depreciation rates, and larger expenditures on research and 
development. The Lifo method has eliminated a good share of inventory 
profits which would otherwise have developed from rising commodity 
prices; so did higher depreciation rates which many companies have 
adopted since 1954* 

The surprising phenomenon, however , is that while all corpor- 
ate profits have not kept pace with the growth of the economy, the re- 
sults of progressively -managed corporate giants have kept pace ade- 
quately. This is surprising because it is these companies that had the 
largest stakes in the higher Lifo, depreciation, and research costs of 
the postwar decade. Philip J. Fizgerald cites the following data show- 
ing how much faster earnings after taxes of the 30 Dow-Jones industrial 



stocks have risen in recent years than have total corporate profit* 


TABLE 14 


CORPORATE PROFITS AFTER TAXES, DCW-JONES CO«S. 


Tear 

All Companies 

30 Dow-Jones 00*3. 

As % of all Corporate 

1949 

#15.8 billion 

$3*1 billion 

19.6 

1956 

121.5 billion 

♦5.1 billion 

23.7 


A two-thirds boost in the profits of the 30 Dow -Jones Industrials con- 
par es with a gain of less than 40 percent for all companies. This re- 
flects the ability of the former to increase their revenues and profits 
through the increases they have made in their property accounts and as 
a result of introducing new and better products on account of their 
heavy research and development outlays* 

Ratio of Profits to "Net Worth" 

2 

The rate of return on “net worth" is frequently used as a 
standard by which to measure the reasonableness of corporate profits. 
Despite its wide usage, and despite the fact that it is the type of 
computation which is most significant, it is one of the most mislead- 
ing measures of profits in use* This is so because of inability to 
obtain reliable figures for corporate net earnings, total assets em- 
ployed, a nd average stockholders* equity* Besides the limitations of 
the accounting process itself, owners 1 equity might be continually 
diminished by losses, mark-downs, and write-off sj and a corporation 

1 **Stock Market Outlook until and after Dynamic 1960*s," The 
Commercial and Fi r mnMnl Chronicle. Vol. 185, No. 5642, M*y 30, 1957, 
p. 27. 

2 For purposes of this discussion, the term **net worth" stands 
for the "reported equity of stockholders." 



might show a high return on its owners' equity ror tne simple reason 
that such equity h«d been greatly reduced on account of heavy losses 
over a number of years. 

The least that one could say is that this measure of profit 
return, as it is currently used, must be interpreted very carefully, 
since it is open to several serious and almost fatal, objections. 

First, there is no definite standard as to what a fair rate of return 
on "net worth" is or ought to be. Evidently, to use the interest rate 
yardstick would be not only irrelevant but dangerous, because profits 
are by their very nature variable and uncertain, and, they play an 
entirely different economic role from return on loan capital. Second, 
the "net worth" of a company is in no sense a measure of the total 
assets used in the business for the latter depend upon the method of 
financing employed by the company. The higher the extent of borrow- 
ing, the smaller would appear the net worth compared to the total 
assets invested; and the higher a given profit would appear when stated 
as a rate of return on "net worth." The fact that methods of finan- 
cing differ between industries and between firms, and also differ over 
time, adds further complications to the use of the profit "net worth" 
ratio for comparative purposes. A third serious objection is that 
neither profits nor "net worth" is a precise and uniform quantity in 
itself. Besides problems of income determination proper, reference to 
which was made earlier, "net worth" figures at any time largely repre- 
sent historical valuations of investments while current profits reflect 
contemporary price levels and price movements. In periods of rising 
price levels, the kind of dollars in which "net worth" is reoorded in- 
variably lags behind the dollars in which current profits tend to be 



expressed. Furthermore, oesiaes tne airricuity or ouwaning meaning- 
ful figures for "net worth," the latter include only nominal allowances 
for good will and other intangibles. 

Bearing in mind all these limitations, let us proceed to mea- 
sure the rate of return on "not worth." Below are two tables that 
give the rate of return on "net worth," of all corporations with net 
inoome, and of all manufacturing corporations. 

When "net worth" is used for perspective, the profit margin 
which averaged 10.74 percent in the postwar years 1946-1954 could only 
be explained in that much of the "net worth" of corporations reflects 
pre-war prices, while revenue and profits are in current dollars. When 
compared with other measures of growth in the postwar period, the rate 
of return on "net worth" showed more than a proportionate rate of in- 
crease largely as a result of the increased volume of business per 
dollar of "net worth." Larger margins and, to a larger extent, in- 
creased dollar volume of sales, may have contributed to this. When 
the decline in purchasing power of the dollar is considered, the use 
of such high percentage rates of return as an indication of the ex- 
cessiveness of corporate profits becomes highly debatable. 

While these ratios which represent average rates of current 
dollars realized on past dollar investments may be reasonably appro- 
priate under stable price level conditions, they are almost certain to 
be misleading - when price levels have changed substantially - as an 
estimate of expected average returns on new investment outlays - unless 
of course, there is reasonable expectation that history would liter- 
ally repeat itself, that is, that price changes over the life of new 
investments would be as great as those which occurred over the life of 



TABLE 15 


RATES OF RETURN ON "NET WORTH," ALL CORPORATIONS WITH NET INCOME 

(Billions of Dollars) 


Year 

Net Income 

Net Worth 

Net Income as % of Net Worth 

1946 

17.97 

148.62 

12.1 

1947 

22.00 

169.58 

13.0 

1948 

24o00 

188.53 

12.7 


20.47 

195.19 

10.5 

1950 

26.54 

215.72 

12.3 

1951 

23.00 

229.38 

10.0 

1952 

21,36 

239.97 

8,9 

1953 

22.26 

248.75 

8.9 

1954 

23.09 

278.50 

8.3 


Source: The Federal Revenue System: Facts and Problems, Joint 
Committee on the Economic Report, Washington, 1956 , p. I 64 ; Statistics 
of Income - 1954, U.S. Treasury, p. 39* 


TABLE 16 


RATES CF RETURN ON "NET WORTH," ALL MANUFACTURING CORPORATIONS 

(Billions of Dollars) 


Year 

Net Income 

Net Worth 

Net Income as % of Net Worth 

1946 

6.96 

67.59 

10.3 

1947 

10.23 

76.67 

13.3 

1948 

11.22 

S4«08 

13.3 


8.71 

88.88 

9.8 

1950 

13.03 

97.04 

13.4 

1951 

10.63 

104.72 

10.2 

1952 

8.87 

109.50 

8.1 

1953 

11.34 

109.38 

10.4 

1954 

11.23 

115.12 

9.8 


Source: The Federal Revenue System, Facts and Problems, Joint 
Committee on the Economic Report, Washington, 1956, p. 164 * 

the old investments, an event which is highly unlikely. In point here 

is John Lintner's remark that 

In view of the substantial increase in costs of new investments, 
it is probably not unreasonable to estimate that corporations 
would have to spend roughly $300 billion at the present time 
(194®) to reproduce the assets reflected in their present worth 


valuations of between ?±95 ana $2UU billion, consequently, 
current rates of return on net worth would indicate probably 
rates on new investments in the order of if no major 

changes of current price levels, either up or down, are 
anticipated • . 


George Terborgh has submitted the following adjusted rates of return 
on "net worth* 1 for manufacturing corporations before the Illinois Com- 


merce Commission* 


TABLE 17 

ADJUSTED RATES OF RETURN AND ADJUSTED NET WORTH FOR 
MANUFACTURING CORPORATIONS, 1946-1952 
(Dollars in Millions) 


Year As Reported Adjusted for Price Change 

Net Profits Net Worth % Return Net Profits Net Worth % Retun 
A,T. January 1 A.T, January 1 


1946 

7,074 

64,662 

10.94 

3,521 

69,642 

5.06 

1947 

10,564 

68,738 

15.37 

5,962 

77,871 

7.66 

1948 

11,698 

76,693 

15.25 

8,912 

91,438 

9.75 

1949 

9,054 

84,084 

10.77 

9,037 

104,663 

8.63 

1950 

13,U8 

88,885 

14.76 

8,415 

108,255 

7.77 

1951 

11, U7 

96,200 

11.59 

7,763 

115,217 

6.74 

1952 (est) 

9,823 

102,830 

9.55 

7,100 

120,800 

5.88 


Source* Exhibit 30, Docket 38244, The Illinois Commerce Commission, 
reproduced from R.C. Osborn, Corporate Profits* Wa r and Postwar, p. 32, 

Bearing in mind all the above drawbacks and limitations, it is 
evident that the significance of rates of return on ’’net worth” is severely 
limited and that they can provide, at best, a very uncertain indication 
of the magnitude of prospective rates of return on anticipated new in- 
vestment outlays. While, in the case where all stockholders are consid- 
ered as a collectivity, the rate of return on all companies* net worth 
nay have some significance, the technique, when applied to individ u a l 
companies definitely fails to represent the rate of return earned by 


Vintner, Corporate Profits in Perspective , op. cit.. p. 45. 



existing stockholders on funds they have individually invested, at var- 
ious times in the past, in the corporate securities they hold. The 
final measure of the performance of an established company seems to 
lie in the answer to the questions! How effectively is the company 
employing all the capital available to it in order to meet the needs 
and desires of customers? To have a satisfactory return on capital 
employed, a company must use its assets hard and must obtain more sales 
for every dollar invested. It must also use its assets efficiently so 
as to lower costs and to produce a higher margin of profit on sales. 

The average performance, as to the return on capital employed, 
for ell manufacturing firms in the United States during the postwar 
years was summarized by the 3.E.C. and the F.T.C. in the following words! 

... from 1947 to 1952 the average manufacturing company 
increased its total assets by approximately 50%, boosted its 
sales by 45%, but in 1952 earned 5% less in profits after all 
taxes than in 1947. The annual rate of turnover fell from 
1.61 to less than 1.5} the profits on sales (after taxes) fell 
from 7% to less than 5%} and return on capital - the final 
measure dropped from 11.3% to less than 7% . . .■ L 

Profits and Cost of Replacing P roductive Capacity 

This measure of profits is claimed to be superior to any of the 
other yardsticks because, so the argument runs, it is based on current 
cost of construction and, therefore, represents a rate of return which 
might be expected on new plant and equipment currently put into use. 
Sumner Slichter argued for this measure "as closest" to being a satis- 
factory measure by saying! 


^Keith Powlison, "Obstacles to Business Growth," Harvard Busi 
ness Review . Vol, 31> No, 2, March-April 1953# P* 49. 


. • • only after management has set aside enough or current income 
to maintain the productive capacity of the enterprise does it have 
funds which may properly be regarded as available for dividends , 
higher wages, or lower prices.* 

During the same Hearing, Charles E. Wilson voiced an opinion almost iden- 
tical to Slichter*sj and so did M. Vorhees who added that 

the person or the customer who gets the products should pay for 
the cost of replacement in the purchase price. Insofar as in- 
creasing capacity is concerned or starting out with new products, 
then I think new capital and new borrowing are justified. 

It should be pointed out that support for the productive capacity 

concept does not come solely from economists and businessmen. A number 

of accountants have voiced this concept} and their comments include! 

... the allowance (for depreciation) is clearly a cost 
of operation and the regulating authority should recognise 
the necessity of providing out of revenue for the mainten- 
ance of the business in the state of productivity at the 
end of the year equal to that at the beginning • • • • 
accountants generally recognize that adequate maintenance 
of the property is a prior need to be met before there can 
be said to be any profits .2 

It would serve to accomplish ... what accounting seeks to 
do* namely, charge revenues with the cost, in terms of econ- 
omic sacrifice or commitment, of plant capacity consumed 
from year to year. It would provide for treating as recov- 
ered capital the entire amount of revenues representing the 
recovery of the actual cost of plant capacity currently con- 
sumed.^ 


*Sumner Slichter, Corporate Profits , Hearings, 19 AS, pp t 

p. 48. 

A 

M. Vorhees, Corporate Profits . Hearings, 1948, QTU.. < ihttx t p.616. 

3 Percival Bruniage, The Peoples Gas Light & Coke Co., Rate Pro- 
ceedings before the Illinois Commerce Commission, Docket No. 3 82 4 4 > *951* 

p. 37. 

^If.A. Paton, speaking in favor of current dollar depreciation. 
Rate Proceedings before the Illinois Commerce Commission, op, eij bt* 

p. 51. 


in my opinion, tne nrsx purpose or an annual provision 
for depreciation is the recovery of the economic cost of the 
depreciable property consumed during the year. The economia 
cost is not recovered unless the depreciation is sufficient 
to maintain the service capacity of the plant.l 

But the advocates of this measure qualify their statements by 
pointing out that by replacement cost they do not mean the cost of re- 
placing identical plant and equipment. They have in mind only cost of 
providing an equivalent amount of modern productive capacity. They add 
further that allowance must be made for the quality improvement in 
modern plant. These considerations, they argue, while they complicate 
the problem of measurement, do not affect the essential principle that 
prospective profits must induce the investment of capital at current 
costs of construction or acquisition. 

Although replacement costs, if measurable, come close to being 
a satisfactory measure, they fail to serve as conclusive evidence 
whether profits are too high or too low. After all, it is the prospect 
for future profits, rather than present profits, which determines the 
inflow of capital to industry and in quantities which meet the commun- 
ity* s demand for productive capacity. When industry is producing at 
capacity and if people bid up prices, the rise in prices and in profits 
may serve as evidence that people wish industry to increase its produc- 
tive capacity. 

The logic behind the replacement cost theory draws its strength 
from the inadequacy of conventional depreciation charges, Donald Mont- 
gomery, speaking for the UAW-CIO before the Senate Hearings Committee 
on Corporate Profits in 1948, strongly challenged this approach. He 
saids 

^Leonard Spacek, Ibid, , p, 59* 


Depreciation charges were never intended to provide for re- 
placement of the equipment whose cost was written off, Ours is 
not a static economy , as it would be if we confined ourselves 
merely to replacement • . * No one can determine today the kinds 
of equipment which will be used several years hence to replace 
our existing machinery, or the quantity of economic resources 
which will be required to bring it into being* The machine in- 
stalled today or tomorrow will be depreciated under present 
theory and present law in accordance with its actual costs to 
society and the enterprise* To attempt to depreciate on the 
basis of replacement costs is to depreciate yesterday *s machine 
at tomorrow*s costs* This is hardly the purpose of depreciation* 

Weakness of the logic behind replacement cost depreciation is 
laid bare in a letter written by an executive of a Canadian steel cor- 
poration to Business Week * Says the writer* 

. . * as sinning that the fixed assets were purchased with bor- 
rowed funds - that is, assuming that the company had a sizable 
bond issue which was made for the purpose of financing expan- 
sion at some prior period — would you then argue that the share- 
holder is entitled to figure depreciation at replacement cost 
when, in truth, his only obligation is to return to the bond- 
holder the same number of dollars as he borrowed in the first 
instance, regardless of the fact that in the interim their pur- 
chasing power had decreased?^ 

The gist of the above charges against replacement cost deprec- 
iation is that it imposes upon the consumer the burden of meeting in- 
dustry* s future capital needs. When advocates assert that depreciation 
provisions should not only recapture the cost of used up capital but 
should replace it, they are giving the rationale to the theory that 
consumers should be charged higher prices to cover not only costs and 
a normal profit but additional profits as well to meet the expanding 
capital needs of industry. It is pointed out that industry has been 
retaining the larger share of its profits and reinvesting them with 
the concomitant reduction in dividend payouts to the point which makes 
it difficult to attract equity capital from the investing public. As 


^Donald Montgomery, Corporat e Profits* Hearings, 1948, 9Pt 


p. 430, 


such, "consumers, rather than investors, have become the main source 
of new capital for industrial expansion."^ - 

The opposite side of the coin which argues under-depreciation 
from inflation is beat represented in literature published by the Machin- 
ery and Allied Products Institute. Commenting upon the controversy over 
the inadequacy of depreciation charges based on historical cost, they 
have the following to say: 

Throughout the debate, the federal agencies concerned with 
the regulation of business accounting practices ... stood un- 
compromisingly for original cost depreciation. The accounting 
profession ... went only so far as to suggest annotations to 
accounting statements— the * footnote* solution .... As for 
management itself, where it took an interest in the issue, it 
was uncertain what to do. 

These largely negative results of the great debate may be 
attributed in part to an illusion shared by most of the parti- 
cipants. It was assumed that the stiff wartime and postwar in- 
flation had about run its course, and that if nothing were done 
about the underdepreciation problem it would gradually shrink 
and disappear. 2 

How wrong this assumption was we can now see in retrospect* 

The Institute reproduced evidence showing that the index of 
prices of business capital goods was, at the beginning of 1957 , 
above the 194-7 —49 average. Had the level of prices of capital goods 
remained at the 1947-49 level, the additions of new capital assets and 
the progressive retirements of old assets, acquired at earlier dates 
and at lower prices, might have gradually raised average prices under- 
lying historical cost depreciation towards parity with current prices; 
but because current prices continued to increase, the conversion was 
seriously retarded; and the ratio of current to underlying prices de- 


• Wd* . p. 431. 

2 

Machine and Allied Products Institute, Capital G oods Review. 
No. 29, February, 1957, p. 1. 


ellned from about 1,43 in 1947-1949 to 1,33 at the present tine (Febru- 
ary, 1957) (The 1,33 ratio cited represents a combination of two 
conversion ratios of 1,73 for buildings and 1,25 for equipment,) With 
the annual amount of depreciation increasing over the interval, "the 
application of this reduced ratio to the present historical cost 
accrual yields a much larger dollar deficiency than prevailed in the 
earlier period," Stated differently, this means that despite the de- 
cline in the ratio of current to historical cost depreciation since 
1947-1949, the amount by which the former exceeds the latter has con- 
tinued to rise. 

In the field of manufacturing, an appraisal of depreciation 
provisions is likely to be revealing. Below is a summary statement of 
property accounts and depreciation charges of all U,S, manufacturing 
corporations as reported by the U.S. Treasury and the S.E.C, for the 
years 1939 through 1954* 

The table reveals that for all United States Manufacturing 
corporations, a four-fold increase in annual depreciation charges has 
taken place between 1939 ($1.6. billion) and 1954 ($6.P billion). Dur- 
ing the same period, the year— end balance sheet valuation of the gross 
property accounts rose from $41 billion to $121 billion, with the 
postwar years registering almost 75S& of the increase as a result of 
both expansion and modernization of plant and equipment and the higher 
costs of such facilities. At the same time, accrued depreciation re- 
serves went up by $37 billion, leaving a net property account increase 
of only $43 billion. 

The table reveals further that annual depreciation charges are 

2 1 bid. 


p, 2. 



TABLE 18 


PROPERTY ACCOUNTS AND DEPRECIATION CHARGES OF ALL 
U.S. MANUFACTURING CORPORATIONS 
(Billions of Dollars) 


Year Ended Gross 

Accrued 

Net 

Annual 

Depreciation Charges 

Dec. 31 Property 

Deprec. 

Property 

Deprec. 

as % of Property s/e 

Account 

Reserve 

Account 

Charges 

Gross Net 


1939 

41*6 

18.5 

23.1 

1.6 

3.9 

7.1 

1940 

42.7 

19.1 

23.6 

1.7 

4.1 

7.8 

1941 

44*9 

20.2 

24.7 

1.9 

4.8 

7.9 

1942 

49.1 

22.5 

26.6 

2.3 

4.8 

8.8 

1943 

51.6 

24.6 

27.0 

2.7 

5.3 

10.1 

1944 

52.0 

26.1 

25.9 

3.0 

5.7 

11.5 

1945 

53.9 

28.7 

25.1 

3.5 

6.6 

H.l 

1946 

59.2 

29.7 

29.4 

2.4 

4.1 

8.3 

1947 

66.8 

31.4 

35.4 

3.1 

4.7 

8.8 

1948 

74.0 

32.8 

41.2 

3.9 

5.2 

9.4 

1949 

79.1 

35.0 

44.1 

4.1 

5.2 

9.2 

1950 

83.3 

36.9 

46.4 

4.4 

5.3 

9.6 

1951 

92.1 

39.5 

52.6 

5.3 

5.7 

10.0 

1952 

100.6 

42.8 

57.7 

6.0 

6.0 

10.4 

1953 

112.6 

50.2 

62.4 

6.3 

5.6 

10.0 

1954 

121.0 

55.0 

66.0 

6.8 

5.6 

10.3 


Source: National City Bank, Monthly Letter . New York, March, 
1955, p. 28. 

higher, percentage-wise in relation to property valuation, during the 
latter years, Annum 1 depreciation charges for 1951-1954, for example, 
averaged 5.7$ of gross property valuations at year ends, as against an 
average rate of 4$ in 1939-1940. This means that at current rates of 
depreciation, properties would be completely written off in less than 
18 years, compared to 25 years pre-war. The same charges computed on 
net property valuations were about 10$ annually (for 1951-1954) > con- 
pared with only 1 % pre-war. 

When it comes to the question of adequacy and inadequacy of 
depreciation provisions, the only plausible remark seems to be that 
such a question could never be answered by a generalisation based on 





composite statistics. There are literally countless differences among 
industries and individual companies, in type of business, composition 
of properties and accounting practices, which make such a generalization, 
to say the least, very risky* This is not to say, however, that the 
problem of higher replacement costs is not serious and that the cost 
of inaction has not been high. But it remains true that the more cap- 
ital outlays are made at prevailing higher prices, the gross property 
accounts stand to reflect more recent than earlier years. There is 
the further rise related to the accelerated, five-year amortization 
allowed since 1950 on nearly $22 billion of new facilities important 
to the national defense} and the greater flexibility in computing de- 
preciation permitted under the 195Z- Revenue Code. The former is, of 
course, transitory, but the latter together with the larger and more 
expensive plant expenditures are likely to continue as major sources 
of generating funds, at least in the short run. 

This phenomenon is likely to be abated if, and only if, infla- 
tion comes to a halt. Certainly the accelerated allowances which were 
granted for the practical purpose of releasing funds via the postpone- 
ment of corporate income tax have permitted financing capital outlays 
through retained earnings and have offered a palliative to the problem 
of inflated plant replacement costs. To get maximum benefit out of 
depreciation allowances, however, reasonable price stability is needed. 
Until that is achieved and parity is attained, the very serious prob- 
lem remains that corporate understatement of capital consumption costs 
have brought about serious erosion by its failure to recognize part of 
that cost in computing taxable income, and, in the case of managements 
wilfully trying to avoid such erosion, they are forced to provide for 



every dollar of disallowed cost, another dollar for the government in 
taxes. Should government grant sympathetic attention, depreciation 
allowances will, in all probability, remain a substantial source of 
funds, via the revenue stream, to finance corporate capital outlays) 
but the deficiency is likely to persist. During the past two years, 
for example, demand for capital has outstripped the amounts of savings 
available and, as a result, a part of the demand has been met from bank 
credit, hence the rise witnessed in the short term interest rates. 

There is also all the likelihood that demand for capital is bound to 
expand as the economy grows. The National Industrial Conference Board, 
for instance, 

venturing on its 40th birthday to look ahead another forty 
years to 1996. envisions a growth of population from the 
present (1956) 167,000,000 to 300,000,000) and expansion of 
the hihiimI national product from *400 billion to $1200 bil- 
lion) and a corresponding growth in private domestic invest- 
ment from its 1955 level of $59 billion to $180 billion (in 
1955 dollars) forty years from now.^ 

The central question that arises therefore, would be what do 
the profit figures reported by companies mean) and how could they be 
made more realistic? Stated differently, if adjustments were made for 
higher cost inventories and current depreciation charges, by what amount 
would they affect corporate profits reported over the postwar decade? 
Fortunately the Department of Commerce estimates of * inventory valua- 
tion adjustment* raise no problem since they are both available and 
accepted. But the overstatement of profits resulting from basing de- 
preciation on original historical cost remains less satisfactorily 
estimated and necessitates deciding upon a proper charge for depreciation 
as a factor in the determination of corporate net income. 


p. 78 


^First National City Bank, Monthly Letter . New York, July, 1956, 


CHAPTER V 


CORPORATE PROFITS AND DEPRECIATION POLICY 

The Depreciation Controversy 

The depreciation controversy seems to stem from two diametri- 
cally opposed viewpoints : one which considers accounting as an exact 
science and the other which regards it as a service tool of an organic 
and dynamic economy adaptive to changing circumstances* While the 
former regards historical values both important and binding , the latter 
look upon them tt as the dead hand of the past*" 

Acting in the interest of what they regard as the best report- 
ing, professional accounting associations have reaffirmed basing de- 
preciation on first cost* The reasons given for such a stand are: (a) 
the greater definiteness of cost as an objective fact? (b) recognition 
that the purpose of depreciation is to amortize original costs and not 
to provide funds for replacement; (c) the hope that price trends would 
reverse themselves; (d) the fear that net income figures based on ad- 
justed depreciation charges would be more confusing; and (e) the fact 
that the cost basis has become widely accepted in business usage and 
for income tax purposes* 

These reasons, characterized by practical argument and legal 
support to the status quo, have not gone unchallenged, however* Thomas 
H* Sanders summarized the reactions as far back as 1952 in the follow- 
ing words: 


85 



The statements of the official accounting bodies show that 
accountants themselves are not wholly satisfied with the situa- 
tion* While hoping that inflation may stop, they intimate that 
it may reach a point at which a change from the cost basis of 
depreciation may be necessary* Some of them think that we have 
reached that point already* The problem thus becomes one of 
degree) how much inflation can enterprises absorb before they 
are in danger, or how far may inflation force accounting state- 
ments into distortion before it is necessary to modify the 
accounts themselvesf 

In any event, the accounting groups recognize that neither 
cost nor income figures are what they used to be at lower price 
levels, and suggest that, while making no change in the accounts, 
companies which are much affected should take steps to explain 
to their stockholders how different the picture would look if the 
figures of successive years were all reduced to the same price 
level* Without such adjustments, comparisons of earnings over a 
period of years can be highly misleading.* 

The inference to be drawn from the above nzentioned stand is 
that efforts to show the effect of price changes on profits have not 
attained the status of "generally accepted accounting principles"; and 
that the general economic situation with regard to stated profits must 
be interpreted very carefully. 


Practical Difficulti es of Adjusting 
for Capita l Recoveries 

Exponents of cost recovery, through the recapture of deprecia- 
tion cost in the revenue stream, of enough current dollars to replace 
the physical properties exhausted realize, however, that a literal 
application of their principle creates practical difficulties. Capi- 
tal goods are rarely if ever, replaced by identical new ones since 
different and better goods may become available, hence the impossibil- 
ity of identifying what part of the cost of replacement items repre- 
sents an equivalent of the original facility and what part represents 
superiority* Second, depreciation accruals are rarely, if ever, ear— 

^Thomas H* Sanders, "Inflation and Accounting," Harvard Busi- 
ness Review . May-June 1952, p. 52. 


marked to replace the same Items that generate them. The whole set 
of capital goods needed will be financed from a * common pot, 1 the term 
being used in figurative sense and with no intimation that depreciation 
allowances represent a , fund. t The logical stand to take seems to be 
that of isolating depreciation policy from the subsequent expenditures 
or reinvestment of funds recovered, and to set our goal at the recov- 
ery of capital, not the physical replacement of the assets themselves* 
If this viewpoint is adopted, then the adequacy of annual capital re- 
coveries must be appraised with reference to its purchasing power at 
the time, since depreciation policy cannot be held responsible for what 
happens to the purchasing power of capital recoveries after they are 
made* As was emphasized earlier, proper accounting for depreciation is 
essential to the correct determination of costs and consequently of net 
income* The overstatement of profits inherent in recorded cost deprec- 
iation (without conversion) not only leaves faulty impressions with 
employees and the public, but is likely to lead to dividend payments 
that would not be made were correct profits recognized* There is the 
further possible risk of underpricing products as a result of under- 
stating costs* 

To the objection that the general adoption of increased de- 
preciation for costing and pricing is likely to result in better prices 
Bnri increased revenues with all the benefits accruing to the common 
stockholders, to the exclusion of preferred stockholders and bondholders 
it is argued in reply that while it is true that inflation tends to 
worsen the relative position of those who own fixed monetary claims 
against, or shares in, an enterprise and that the correct computation 
of depreciation does nothing to remedy this condition, it remains true 



that 


we cannot properly condemn depreciation policy for failing 
to do something it is not supposed to do. All that can be 
reasonably asked of it is the recovery of the purchasing 
power originally invested in fixed assets, without refer- 
ence to how the benefit of the recovery is divided among 
security holders and other claimants . 

Furthermore, all that adjusted depreciation charges aim to accomplish 

is to avoid overstating profits. While it is true that profits and 

dividends are essential to raise outside capital either by direct 

borrowing or by equity issues, the fact remains that the investor who 

buys securities on the strength of exaggerated profits is being misled. 

There are those who argue further that additional dollars of capital 

recovery, labeled as such and retained for investment, will generate 

more capital expenditures than identical amounts erroneously labeled 

as profits and paid out to stockholders. This allows management 
flexibility to spend money when it is either not inclined or is unable 

to raise it from the public on acceptable terms. 

George Terborgh on Depreciation 

One of the ardent advocates of adjusting depreciation charges 

to allow for changes in the price level during the postwar period is 
George Terborgh. Writing for the Machinery and Allied Products Insti- 
tute in 1947 he stateds 

It can be pursuasively argued that the current depreciation 
charges of American industry on assets acquired before the 
war should be increased by something like one— half • If this 
is correct, it means that industry is understating the costs 
arising from the consumption of these assets, and in many 
cases is underpricing its products in consequence. It means 
also that there is an overstatement of profits corresponding 
to the understatement of costs, and that income taxes are 


^George Terborgh, Studies j j W.T. Baxter, Editor, 

1950, on. cit.. p. 427. 

2 Ibid. . p. 428. 


Doing paid on this overstatement, Finally, it means tnat 
there Is going on an erosion of real capital not offset 
by depreciation charges, 

Terborgh estimated (in 1947) that for corporations alone under-deprecia- 
tion ran around $1,5 billion a year, with an equal overstatement of 

income and a resultant annual tax penalty (at the rate of 38$) of 

2 

nearly $600 million, 

Terborgh* s views were later consolidated in his book 
Danreciation Policy . In his opinion the depreciation policies widely 
followed in American industry were unrealistic on two major counts* 

(a) depreciation charges are improperly allocated to successive fiscal 
periods; and (b) cost Is taken as the base without regard to condi- 
tions of inflation or deflation. 

As to the first count, Terborgh holds federal tax policy since 
1939 partly responsible beoause it threw the burden of proof, as to 
charges, on taxpayers; because it insisted upon straightline writeoffs; 
gwd because depreciation of assets was effected on a group asset basis. 
Industry *8 responsibility was likewise stressed for accepting to a 
considerable degree, as a basis for its depreciation policies, govern- 
ment *s standards for tax policy. 

In the author* s view, depreciation accounting is not merely a 
matter of allocating cost figures to fiscal periods but also concerns 
value erosion. Developing a theory that includes the capitalization 
of series of service values, Terborgh concludes that a •realistic* de- 
preciation policy should get rid of at least one -half the initial 

^Studies ir Aaaonnting. W,T. Baxter, Editor, 1950, gp« p. 

2 £2tt. 


142 


▼alue of equipment during the first third of service lire and ax reasx 
two-thirds in the first half* 

As to the unrealism of basing depreciation calculations on cost, 
it is very clear to the author that eroded capital is not recaptured un- 
less values are conserved in amounts that recognise the diminished pur- 
chasing power of the dollar. The essence of recognizing, in deprecia- 
tion policy, the consequences of inflation is simply to try to accom- 
plish what conventional methods would accomplish under stable price 
conditions. According to Terborgh, it is a matter of little importance 
whether to use, in making adjustments, a cost of living index, an in- 
dex of producers goods, or of goo<b in general. His estimate of the 
1953 deficiency of depreciation charges caused by adherence to the his- 
torical cost basis is approximately $4*2 billion, even if a realistic 
method were applied to the allocation problem. 

According to Terborgh, "the ideal object of depreciation policy 
is to recover each year a sufficient number of current dollars to equal 
that year* s capital consumption in terms of •original* dollars . . ." 

He remarks further that failure of management to recognize this problem 
under conditions of marked inflation has only led to mass dissipation 
of real capital. But this was not without the advantage of forcing a 
corrective action. "When the traditional measure of capital consump- 
tion is deficient by $1.5 billion a year for corporations alone, it 

is time to take the problem seriously." 2 

The loud, persistent, and growing criticism by the business 



p. 414 



community of the tax treatment of depreciation prior to the establish- 
ment of the 1954 Internal Revenue Code was summarized by Terborgh in 
the following words: "It can be persuasively argued . . • that the 

present depreciation system has given us the worst depredation sys- 

1 

tem of any important industrial country in the world." The complaints 
centered on four points: First* the service lives over which business 
was allowed to depreciate their capital equipment were alleged to be 
too long. Second* the pattern of depreciation over the useful life of 
the depreciable assets did not accurately reflect the actual decline 
in value during that period. Third* failure to allow any adjustments 
for price level changes. And fourth, the vagueness of the law which 
made Treasury regulations and their interpretation of crucial importance. 

Arguing on the basis of pure principle* Terborgh says that once 
it is recognized that capital is fully recovered only when recovery 
equals the original investment in uniform dollars, adjusting deprecia- 
tion deductions to compensate for shrunken postwar dollars appears to 
be a matter of simple justice to the taxpayer. Again* on economic 
grounds* a larger depreciation allowance could be justified on the 
ground that it would increase the volume of funds for renovation and 
expansion of the productive facilities of the nation. Terborgh then 
proposes an adequate tax recovery of past investment* but he hastens 
to point out that objections to his proposition could stem from two 
main sources* tax authorities and industry. The principal objection 
of government is that putting depreciation on a purchasing power basis 
would single it out for special treatment in a tax structure left 

^George Terborgh* Realistic Depreciation Policy* (Chicago* 
Machinery and Allied Products Institute* 1954, P* 17)* 


otherwise on a current-dollar basis* There are some who argue that If 
recognition is given to the higher replacement costs of production 
plants, this would be unfair unless accompanied by equivalent relief 
to other economic groups* Indeed, this would be a conclusive argument 
if all economic groups were on the same footing* Corporate income taxes 
are levied upon the owners of productive plants in addition to the taxes 
levied upon those same owners as individuals — in common with all other 
individuals* This double taxation aspect has discriminated against the 
corporate plant— ownei group; and any relief extended to such group in 
the form of higher depreciation allowances serves only to reduce that 
discrimination* The major injustice of inflation is that it afflicts 
different economic groups unequally — a fact that ought to be taken 
into account when remedies are sought* 

Industry's objections are reasoned out as follows t If industry 
gets a tax-free increase in depreciation allowances during a period of 
rising prices, the government can properly ask for a cut in these allow- 
ances after a period of falling prices; the current deficiency in gov- 
ernment revenue will have to be made good, and it is likely that gov- 
ernment will get it by an increase in corporate tax rates* Finally it 
is argued that the whole approach is wrong since what industry needs is 
not a scheme to adjust depreciation for fluctuations in the value of 
the dollar but greater discretion in fixing depreciation rates on the 
recorded cost basis* Terborgh is evidently opposed to this line of 
reasoning judging by his remark that "the recovery tax-free of the pur- 
chasing power invested in pre-war assets • • • requires, not a faster 
recovery of original cost in terms of dollars, but rather a recovery, 
whatever the rate, in terms of purchasing power." 1 But he makes the 

^George Terborgh, Studies In Aaeounting. W.T. Baxter, Editor, 

QPa % P* 426 # 



further remark that 


when we cast up the pros and cons of purchasing power deprecia- 
tion for tax purposes , it is evident that there is a good deal 
to be said on both sides* Though after a wore drastic inflation 
than we have had, the advantages would undoubtedly overweigh the 
objections in this country, as they have in others, after a rel- 
atively mild inflation of 50 percent, the merits of tax relief 
limited to depreciation alone are in our judgment debatable 


Capital Re placement* A P»fl] Pfi— °f 
Inflation and Taxation 

The basic inference to be drawn is that in the field of finan- 
cing the replacement and expansion of industrial plant and equipment 
monetary depreciation has created perplexity in the minds of business- 
men and a threat to orderly growth. In the course of a period of stea- 
dily rising prices, the deficiency has become serious; and the problem 
is aggravated by the continued use of accounting practices and tax 
policies founded on the traditional assumption, belied by experience 
in recent years, of a stable monetary standard. The stand taken by 
some managements that depreciation was understated and profits corres- 
pondingly overstated received little support from the accounting pro- 
fession and, as a result, few of them ventured to redefine depreciation 
and profit in their published statements. What managements did, how- 
ever, was to make sure that funds needed for capital replacements were 
withheld from distribution, even though such funds were reported as 
net income. l&scellaneous other devices included setting up special 
replacement reserves or general contingency reserves. 

With no lowering of tax rates (except for the abolishing of the 
excess profits tax) and with certificates of necessity for accelerated 
depreciation almost virtually suspended in view of prospects of higher 

hili. 




stated profits, with heavier taxes and reduced availability of funds, 
the steel industry has revived the replacement problem in launching a 
campaign for placing increased emphasis on the need for recognition of 
current cost depreciation for tax purposes. In its 1956 annual report 
to stockholders and in the evidence submitted to the Senate Subcommittee 
on Antitrust and Monopoly, the management of U.S. Steel stated the tax 
problem as follows s 

The income tax law limits the total depreciation recoverable 
during the life of a facility to the number of dollars origin- 
ally spent for it years ago. But with the value of the dollar 
steadily declining the buying power originally expended cannot 
possibly be recovered under this unrealistic limitation ... 
the only real basis of recovering purchasing power would be to 
adjust for the change in the dollar intervening between the 
year of capital expenditure and the year in which depreciation 
is taken .... 

Short of legislative correction of the tax injustice or 
renewed granting of certificates of necessity the depreciation 
deficiency is destined to become more serious. Thus U.S* Steel’s 
wear exhaustion recorded for 1956 was $278 million, or about 
$67 million short of the $345 million needed for buying power 
recovery. Included in recorded wear and exhaustion is $140 mil- 
lion of amortization which will decline and virtually disappear 
after 1958. 

As that happens the depreciation deficiency will actually 
increase and income will seemingly increase. Since taxes will 
lncrsftss by over half the decline in amortization, a curious and 
serious situation will result* At the very time that the business 
appears to have greater in c cane the cash with which to conduct it 
is diminished ... The prospect is that the position of reported 
income that must be regarded as phantom income, because it is re- 
quired merely to maintain the business under conditions of con- 
tinuing inflation, will increase. 

What is true of steel seems to be true, in greater or lesser de- 
gree, of a - * 1 business; and the steel case is simply indicative of a 
trend that has pervaded the whole field of industry. 

The 1954 Internal Revenue Code offered the taxpayer, for the 


Robert C. Tyson, The Cost Facts of U.S. Steels submitted be- 
fore the Subcommittee on Antitrust and Monopoly of the Senate Committee 
on the Judiciary, Washington, D.C., August 10, 1957, pp. 4, 5. 


first time, a more liberal treatment of depreciation which was intended 
primarily to stimulate Investment over the long run* The newly author - 
ized methods were designed to change the timing of depreciation charges 
during the assets' useful life by allowing larger recoveries in the 
earlier years, but they did not permit a greater total recovery nor did 
they permit full recovery to take place any sooner* 

There is no doubt that the strongest claim for depreciation 
change in the 1954 code stems from the fact that it was designed to 
stimulate investment and to give incentive to modernize and expand cap- 
ital equipment. With accelerated depreciation permitted, the first 
years of larger depreciation necessarily lowers taxable income, which, 
with given tax rates, means lower tax payments. For a growing business 
with a continued stream of new durable assets, the larger early depre- 
ciation charges on newly-acquired capital assets tend to offset the 
smaller deductions for depreciation on older assets, thus providing for 
a postponement of taxes. Furthermore, the deferred tax becomes tem- 
porarily a source of capital funds; and when we realize that in many 
instances capital expenditures are confined completely to the amount 
that can be obtained internally, whether as a matter of choice or as a 
matter of necessity because of the conditions of the capital market or 
the investment status of the firm, the significance of the projection 
of the amounts that could be expected from the recapture of deprecia- 
tion coat in the revenue stream, in addition to retained earnings, be- 
comes most pronounced in capital expenditure budgeting* The following 
table correlates such excess revenues over cost factors consumed with 
uses of corporate funds in the postwar decade* 



TABLE 19 


"DEPRECIATION PROVISIONS" AND USES OF CORPORATE FUNDS - EXCLUDING 
BANKS AND INSURANCE COMPANIES, 1946-1956 
(Billions of Dollars) 


Tear 

Total Uses 

Plant and 
Equipment 
Outlays 

Depreciation 

cost 

Recaptured 

Retained 

Earnings 

1946 

23.2 

12.5 

4.2 

7.2 

1947 

32.7 

17.0 

5.2 

11.4 

1948 

28.3 

18.8 

6.2 

12.4 

1949 

16.5 

16.3 

7.1 

7.6 

1950 

45.3 

16.9 

7.8 

12.4 

1951 

39.1 

21.6 

9.0 

9.1 

1952 

30.1 

22.4 

10.4 

6.4 

1953 

28.8 

23.9 

11.8 

6.7 

1954 

20.4 

22.4 

13.3 

5.7 

1955 

44.3 

24.2 

14.8 

9.1 

1956 

41.0 

30.0 

15.3 

9.2 

Total 

349.7 

226.0 

105.1 

97.2 


Sources Department of Commerce and the Tax Foundation, "Facts 
and Figures on Government Finance, 1956-1957," p. 38. 

The table indicates that in the aggregate, depreciation costs 
recaptured in revenue have supplied $105.1 billion or 30% of corporate 
funds over the period 1946-1956. The table reveals too that annual 
depreciation charges have been increasing since 1946 at a rate of more 
than one billion dollars a year, and that their recovery through the 
revenue stream has provided the largest single source of funds in 1952- 
1956. The importance of depreciation charges, both absolutely and 
relatively, is expected to grow and to reach $20 billion annually by 
1959.^ Also, if revenues cover costs, depreciation is likely to be the 
steadiest source of funds (in the short run) , which would allow business 

Murray, si .Cttmurt Bwimaa, September, 1954, p. 5. 






to budget ahead on this important cash source* The table indicates 
further that depreciation charges have been growing in relation to 
corporate plant and equipment expenditures , from 33*6 percent in 194-6 
to over 50 percent in 1956, with the percentage expected to continue 
above the 50 percent level* The rising replacement costs suggest that 
capital maintenance may be the major use of this flow of funds* 

There is the further possibility that accelerated depreciation 
provisions and the correspondingly lower taxes might induce larger cap- 
ital expenditures by firms which have previously been restrained by 
financing difficulties. This is likely to be true of medium-sized com- 
panies heretofore unable to obtain outside funds readily or able to do 
so only at a relatively high cost. A reliable internal source of funds 
protects such companies against risks of adverse conditions in the se- 
curities market and credit availability at lending institutions* 

Besides facilitating the financing of new investment, it is 
argued that the 1954 depreciation provisions make the acquisition of 
new fixed assets more attractive on the grounds of reduced risks and 
increased profitability. 

The risk of new investment is reduced as tax-free recovery of 
cost occurs faster. Declining Balance and Sum of the Tears 
Digits provide a larger recovery of cost in the more certain 
near future, while taxes are partially deferred until the more 
uncertain distant future • • • Another approach to measure the 
greater profitability from the different timing in recovery « • • 
assumes that the early tax saving is reinvested and computes the 
resulting increment of earnings* Terborgh computes this for an 
«nnti»l investment of $30 billion, assuming a 50 percent corporate 
tax rate. With a 10 percent profit rate, reinvestment of the tax 
saving resulting from the use of OB instead of straight-line de- 
preciation produces additional earnings amounting to $1*35 bil- 
lion over ten years and more than $4 billion over 50 years* For 
continued investments of $30 billion, the additional earn- 

ings would be $6 billion over 10 years, growing to $137 billion 
over 50 years and to the enormous sum of $518 billion when the 



account theoretically is stabilised after 140 yeara.^ 

Notwithstanding the above reasoning, it is evident that the 
1954 code has failed to deal directly with the major complaint against 
the pre-1954 depreciation provisions, namely, to allow, tax-free, re- 
covery in terms of uniform dollars as were originally invested over the 
assets* service lives; but, it must be conceded that the declining bal- 
ance and the Bum of the years digits methods permitting larger early 
writeoffs tend to recover dollars with purchasing power closer to those 
of the original investment. 

Given a stable replacement and expansion rate over the next 
decade, reported profits are likely to be smaller as a result of the 
1954 depreciation change. If, as is expected, expenditures for plant 
and equipment continue to grow, an almost permanently lower annual 
profit figure is likely to follow as a result of new depredation meth- 
ods put into practice. A higher profit level may result in the long 
run, but this could only be attained to the extent that business is 
spurred to higher levels of investment which lead to higher profits. 

There is the further possibility that with larger amounts of 
funds generated, management may relax their stand to retain earnings 
in the business and may encourage larger relative payout of profits to 
stockholders at a time when lower reported net income is likely to re- 
duce stockholders* demands for larger dividends. 

As for the impact of a liberalized depreciation policy upon the 
whole economy, there is no doubt that the timing of large depreciation 
accruals during the early part of the assets* service life may aggravate 

^■Quoted by William Hellmuth, "Depredation and 1954 Internal 
Revenue Code," Journal of Finance . Vol. x, No. 3, September, 1955, pp. 
334-336. 



cyclical fluctuations. The concentration of investment during periods 
of revival coupled with lower tax receipts from corporations, and the 
relatively higher tax collections during recessions, are clearly incon- 
sistent with compensatory fiscal policy. The former will tend to aggra- 
vate booms, and the latter, arising from higher reported profits, are 
likely to have a depressing effect - both economic and psychological. 

On the whole, however, the 1954 depreciation changes are likely to pro- 
mote secular growth, but they have their basic drawbacks. It is evident 
that depreciation charges are being asked to serve a variety of purposes. 
Government looks upon them as a device for modifying the business cycle. 
Corporations use them to obtain maxi mum short range tax reductions; and 
accountants use them in the measurement of net income. As these objec- 
tives are often incompatible, not all can be achieved. There appears 
to be no immediate solution then, to the over-all problem. Further 
there is the considerable danger that the artificial incentive inherent 
in stepped-up depreciation may lead to unsound action by those seeking 
the short run advantages offered to the detriment of the exercise of 
best judgment. 

Accelerated depreciation provisions seem to serve only as a 
palliative to the serious financial problem of capital replacement which 
managements face with the shrinkage of the dollar *s value. In this res- 
pect the United States lags far behind numerous foreign countries where 
governments have made broad tax concessions to business. If the problem 
of capital replacement were to be satisfactorily solved, then measures 
unrelated to the basic cause of the difficulty would not be enough. If 
government is primarily responsible for the postwar decline in the value 
of the dollar, it becomes governments jobs to correct the inequities and 



hardships arising from instability, especially tnose tnat nave exose 
bearing upon the sound maintenance and growth of the United States 
Economy • 

The writer is convinced that a remedial measure need not dis- 
turb the traditional definitions of depreciation and profit since cap- 
ital replacement is more a problem of business finance than a question 
of accounting terminology. A tax-free accumulation of funds could be 
permitted which, under the circumstances, would be fair and economically 
constructive. 

The Understatement of Depreciation Measured 

The ideal method of adjustment for depreciation seems to be one 
that requires continuous adjustment calling for a comparison of the 
purchasing power of the dollar each year with its purchasing power at 
the time depreciable assets were acquired. Each year's depreciation 
charge, computed on an original cost basis, would have to be adjusted 
for the change in the size of the dollar so as to yield a purc h asi n g 
power equal to that of the unadjusted charge in original dollars. Fur- 
thermore, this computation should be repeated every time an asset is 
retired or acquired. A "one-shot treatment" may of course serve as an 
alternative, but it has the disadvantage of getting out of line as the 
price level changes} and is based on the assumption that postwar infla- 
tion already run its course, which is, of course, not true. 

The unfortunate part of the underniepreciation story is that 
there are no available data, in the detailed form required, which per- 
mit an ideal method of adjusting for depreciation. Detailed histories 
of depreciable assets giving their dates of acquisition, estimated 
service lives, dates of retirements, and for those assets still in use, 


the rates of their depreelation, are completely absent. While the 
deficiency is glaringly apparent, the extent of it seems to be clouded 
with statistical uncertainty. Rough estimates place the resulting 
overstatement of corporate profits for the postwar decade of inf la— 
tion at more than $30 billion, assuming adequate allowance for de- 
preciation on the basis of prevailing market prices during this per- 
iod. One sample of literature which emphasizes the profit illusion 
arising from the understatement of depreciation charges has been pub- 
lished by the National Industrial Conference Board and reads as follows) 

The marked extent to which such adjustments and reductions 
would drastically alter popular impressions of corporate pro- 
fits can be demonstrated strikingly in the table below. Thus, 
in 1950-1952, corporate "profits before taxes" totaled slightly 
more than $123 billion. In those three years, corporations 
distributed dividends of about $9 billion annually, or only 22 
percent of earnings. Yet despite this giant "profit" total and 
modest dividend rate, only $7.5 billion remained available for 
expansion. 

1950-1952 Cumulative Total 


Total Corporate "Profits" 

(Billions) 

#123.3 

Taxes 


66.2 

Profits After Taxes 


57.1 

Inventory Valuation 

Adjustment 

$ 5.5 


Understatement of 

Depreciation 

16.8 

49.6 

7.5 1 

Dividends 

27.3 

Another reporting of corporate profits 

on an adjusted basis 


from R.C. Osborn who says: 

Corporate net income before taxes amounted to $238.7 billion 
for the postwar years 1946—1952 inclusive. Of this figure, $16.2 
billion was inventory profit sod an estimated additional $22 bil- 
lion constituted excess capital oonsuaption compared with allow- 
able depreciation. Corporate profits after taxes totalled $130.8 
billion. If the two items had been allowed as costs in determin- 


1 N.I.C.B., "Profits in Perspective," op. cit. . p. 28 


ing taxable profits, this figure would have been reduced to 
♦110 billion. 1 

A third attempt to reduce depreciation charges to a current 
dollar basis has been made by George Terborgh under the auspices of the 
M.A.P.I. The Institute started campaigning as early as 1947 on depre- 
ciation policy, inflation and postwar profits. Their studies were con- 
solidated in Terborgh 1 a Realistic Deprecia tion Policy: in the Cftpj.tgl 
Goods Review : No. 12, 1952, No. 25, 1956, and No. 29, 1957; and in a 
pamphlet under the title Corporate Profits in the D ecade 1947-56. 

In the 1952 issue, the Institute made a seven-year analysis 

(1946-1952) of inflation and postwar profits and reached the conclusion 

that the margin by which replacement cost, over the period, has exceeded 

the cost actually charged, taking inventory and fixed assets combined, 

was |38 billion. Reported profits have been overstated, for the period 

as a whole, by 44 percent, and for one year, 1946, the overstatement 

was almost 100 percent. ", • .of the $38 billion by which replacement 

cost exceeded accounting cost during these years, approximately $16 

billion reflected the under-costing of the inventory, and $22 billion 

2 

the under-costing of the fixed assets used up in production.” The tax 
impact of the overstatement was summarized by George Terborgh in the fol- 
lowing words t 

Taxable income as reported was $238 billion. Corrected, it 
was $200 billion. Total income taxes (Federal and State) of |111 
billion constituted roughly 56 percent of the latter fig tire. It 
is obvious, of course, that if taxable income had been reported 
on a replacement cost basis, the profits after taxes would have 
been higher by $17 billion than they were in fact (|105 billion 
rather than $88 billion) 

1 0sborn, Corporate Profits 1 War and Postwar. 9Pt Plfrx P* 32. 

^Machinery and Allied Products Institute, Capital Goods Review. 
Chicago, No. 12, November, 1952, p. 4* 

P* 7. 



In its 1956 issue, the Institute concentrated its studies on 
the earnings of manufacturing corporations during the postwar decade, 
1946-1955, After allowing for three adjustments of reported profits 
of manufacturing corporations, l,e,, the depreciation adjustment, the 
amortisation adjustment after 1950, and the inventory adjustment, the 
conclusion was reached that for the postwar decade the combined ad- 
justment averaged a negative of nearly $2,5 billion a year. Three 
pears — 1946, 1947, and 1950 - were characterized by exceptionally rapid 
price movements which required annual correction in excess of $3.5 bil- 
lion, the high (for 1947) being almost $5 billion. 

For the postwar decade as a whole, the aggregate of these figures 
(reported profits) exceeded the corrected profit by $24 billion, 
or by 33 percent. For one year (1946) the excess is more than 
100 percent. For another (1947) it is 91 percent. For still 
another (1950) it is 55 percent. 1 

The Institute concluded that study by remarking that 

(1) reported postwar profits of manufacturing corporations have 
been grossly overstated j (2) after appropriate adjustments, these 
profits have presented a far thinner margin on either income pro- 
duced or sales than prevailed in the pre-depression era} (3) 

after adjustments, these profits have represented about the 
same margin on adjusted net worth than obtained in the earlier 
period. ^ 

In the third issue entitled "Underdepreciation from Inflation, n 

the Institute tried to measure the cost of inaction vis-a-vis the under— 

not 

depreciation problem because postwar inflation di<^ run its course. An 
index of prices of capital goods (plant and equipment) , was developed 
which showed that the average cost of such goods approximately doubled 
between 1933 and 1947-1949 and then, instead of flattening out as was 
generally expected, the index continued to rise, registering a further 


^Capital Goods Review . No. 25, February, 1956, p. 3. 
^ Capital Goods Review . No. 29, February, 1957, p. 4. 




increase or nearly 5U percent Detween iV47-±V4V ana iv?o. aitogexner 
then, the average cost of capital goods has approximately tripled since 
1933* Cn this basis, the amount by which current price depreciation 
exceeded historical cost depreciation, for all American business, was 
calculated at 1.65 times the 1947-1949 average, yielding a deficiency 
of almost $6 billion a year. The Institute concluded its remarks by 
saying* 


American industry will pay income tax this year on something 
like $6 billion of capital consumption. This is a curious state 
of affairs in a country as devoted as this one to the idea of 
progress, economic expansion, and rising standards of living* 

For the taxation of capital consumption as income is not only 
inequitable, it has one certain effect* the retardation of pro- 
gress through curtailment of the funds available to industry for 
capital investment* Under present conditions historical post 
tax depreciation is a 'built— in* decelerator of progress* 

A concrete situation translating the above difficulties into 
dollars and cents in a specific situation was summarized by Roger Blough 
of the U.S. Steel Corporation during the annual meeting of stockholders 
on May 7, 1956 in the following words* 

Our engineers tell us that during the next five years we will 
have to spend an average of $330 million each year on replacement 
alone. That is at present construction costs. To serve the needs 
of our customers and the nation we must also expand our capacity 
by a million tons annually. That will cost another $150 million 
a year by the most conservative estimates. Thus our total capital 
requirements will come to half a billion dollars a year • • • • 

Mow, how much do we have? Well, our reinvested profits last 
year amounted to $320 million - the largest such sum in our his- 
tory. In addition to that, we recovered through normal deprecia- 
tion about $140 million. Add them together and you have about 
$360 million. Now, under some wartime emergency legislation en- 
acted by Congress we also received last year another $145 mil l ion 
of special depreciation, called amortization, but this relief will 
disappear within the next two years or so, after which we will have 
only our normal depreciation and reinvested profits on which to 
rely. 


1 Ibld.. p. 5. 



Thus we need 9500 million. But in future years - on the 
basis of last year’s records - we would hare only $360 million. 
That leaves us $140 million short - even if the cost of new 
facilities does not continue to rise as it has in the past ten 
years. If it does, we will be $240 million short. And in that 
case, we would not even be able to replace all of our present 
facilities as they wear out - let alone expand. Moreover, we 
must recognize, I think, that we will not always be operating 
at full capacity as we did last year, nor will we always have 
such substantial amounts to reinvest in the business. 

So there are the cold, hard facts of the matter. There is 
the problem that has to be solved. Inflation has taken its 
toll , , , To the problems which past inflation has left with 
us • . • I see only two possible solutions. 

The first and most logical of these is to attack this whole 
replacement problem at its source and to cure its fundamental 
cause. But that can only be done by Government! for the root 
of the difficulty - as I have said - lies in the inadequacy of 
the normal depreciation provisions of the law. The time has 
come, I think, when Congress shall have to face up squarely to 
the fact that these depreciation provisions no longer serve the 
purpose for which they were intended. It is time to reappraise 
this law and to revise it realistically. 

So it seems to me that the best solution to that problem 
lies in a prompt and realistic revision of the depreciation 
laws , . , And failing that, the only other possible solution 
is for us to recognize frankly that what we thought was a good 
profit last year - and it was a good profit - will be woefully 
inadequate to finance our replacement and any appreciable part 
of our expansion needs in the years ahead. So if we are to keep 
pace, as we must, with the growing demand for steel in this 
nation, we shall need to add to that profit substantially. 

This can be done in two ways* 

First by increased efficiency of operations and consequent 
cost reduction • • • obviously there is no practical prospect 
of wwiH w g our future capital requirements by this method alone. 

And the sole remaining method - the last resort - is by 
raising prices from time to time in this highly competitive in- 
dustry as circumstances require and permit. In the absence of 
a more realistic treatment of depreciation, there simply is no 
other course.* 

In their latest publication "Corporate Profits in the Decade 
1947-56," the Institute made a study of corporate profits in the post- 
war decade; and they have come to the conclusion that "postwar corpor- 
ate profits as reported have been grossly overstated, the excess aver- 


^Beproduced from evidence before the Joint Economic Committee 
report on the economic report of the President, January, 1957, pp, 339- 


340 . 


aging more than 30 percent for the decade," Among the other findings 

2 

were the following t 

(a) Corporate profits in the postwar decade were neither exces- 
sive nor abnormal. 

(b) Corporations hare been operating in the postwar period on 
much thinner real-profit margins than prevailed before the 
depression. After appropriate adjustments, postwar profits 
have represented a 40 percent lower ratio to sales, income 
produced, or compensation of employees, than did the adjus- 
ted profits of the Twenties* 

(e) Production per dollar of profits has been very high) and so 
has production per dollar of investment* 

(d) Postwar corporate net saving, after correction, has been 
only 55 percent of the reported saving. 


"^Machinery and Allied Products Institute, Corporate Profits in 
the Decade 1947-56 . Washington, August, 1957, p. 2. 

pp. 20-ai. 




CHAPTER VI 


SUMMARY GF OBSERVATIONS 

The following seem to be pertinent observations about corpor- 
ate profits in the postwar period derived in the light of the prece- 
ding discussion. 

Corporate profits and their size are important indices of econ- 
omic activity and progress* This is especially true in countries where 
the corporate form of business organization is dominant* The determin- 
ation of such profits, or net income, is undoubtedly the principal and 
the most difficult objective of accounting* Besides enabling manage- 
ments to evaluate their past accomplishments and to plan their future 
activities, income reports provide basic information to creditors and 
owners, and they serve as important instruments in negotiations be- 
tween labor and management. 

It should be observed, however, that significant conceptual 
differences exist between accountants, economists, and tax adminis- 
trators with regard to the meaning of the term ”net income” as well as 
to the method of its measurement. While matching costs eonsumed or 
expired with revenue realized over a specified period is an established 
procedure for the determination of net income, there is disagreement 
as to what constitutes cost. Even among accountants proper, the cost 
principle, while established, does not constitute an inflexible formula 
which automatically produces uniformity of results* 
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It scarcely needs saying that a pressing need exists for an 
understanding of the nature and limitations of financial statements by 
those who use them* Of primary importance) in connection with corpor- 
ate net income reportings over the postwar decade* is the question 
whether or not adequate understanding exists of the effect of infla- 
tion on reported corporate income* Accepting reported corporate pro- 
fits figures without scrutiny) labor has been led to demand higher 
wages) consumers lower prices * shareholders larger dividends) and in- 
vestors to bid up the prices of securities* Faced with such demands) 
but keen on conserving resources for financial needs* corporate manage- 
ments have found themselves in a dilemma of seeking and trying ways and 
means of getting out of it* 

Viewing postwar corporate profits in retrospect* it is clear 
that one of the most pronounced phenomena observed is the existence of 
a clash between statistical and popular impression* The difficulty 
arises* however* whenever attempts are made to dismiss popular beliefs 
as pure prejudice since many political actions are based not on statis- 
tics but on popular beliefs* 

The accountants 1 concept of business income* which disregards 
fluctuations in the value of the dollar in arriving at the profits of 
a corporation, has been directly responsible for generating the contro- 
versy over the actual size of corporate profits* The heat of the debate 
been aooentuated by continued Inflation over the postwar decade and 
by heavy corporate income taxes* 

Because efforts made so far to show the effect of price changes 
on profits have not attained the status of generally accepted account- 
ing principles* it becomes incumbent upon the analyst to interpret re— 



ported profits very carefully. This implies that the decline in the 
purchasing power of the dollar introduces an element of relativity in 
the interpretation of financial statements and renders conventional 
accounting practices unrealistic in reflecting the true facts of the 
situation. 

If the economic axiom which states that without maintenance of 
capital there can be no income, is accepted, it follows that whatever 
profits which arise from failure to conform to it should, insofar as 
practicable, be excluded from discussion of aggregate profits. 

While the actual extent of the overstatement may be debated, 
it is safe to conclude that corporate profits over the postwar years, 
as measured for purposes of economic analysis, lie well below those 
reported under conventional accounting practices. The major source of 
overstatement had been the result of basing both inventories and de- 
preciation on a cross-section of recorded dollars, without conversion. 

Whereas it is true that accounting purports to measure the 
financial or "economic 1 ’ results of operation, it was evident through- 
out the postwar years that economic demands and restrictions on cor- 
porate profits could not be escaped. A substantial proportion of the 
dollars reported as profits had to be kept in the business to cope with 
additional working capital, inventory and capital investment require- 
ments, over and above the replacement requirements, at higher prices, 
of wearing out facilities'. This was especially true with manufactur- 
ing corporations. 

Viewed in this light, corporate managements have concluded 
that if the necessary adjustments were made to reported profits, cor- 
porate net income would be below the normal level relative to the mag- 



nitude and size of the rest of economic activity. While admitting 
that the increase in volume and velocity of business and the need for 
plant expansion have created difficulties for corporations desiring to 
maintain and to improve their positions , it is problematic that a valid 
justification exists for charging probable future costs against current 
revenue to determine net income. 

It is evident that a major source of trouble to all the par- 
ties concerned has been the declining purchasing power of the dollar. 

As a result, huge dollar aggregates lose much of their impressiveness 
when reduced to constant dollars. Since 1947, prices of capital goods 
have risen twice as rapidly as have prices of consumer goods and ser- 
vices! In 1956, the consumer's dollar had 83 cents of purchasing power 
as against 72 cents for the business dollar, in comparison with 1947; 
and corporate retained earnings which decreased 17 percent between 1947 
and 1956 were actually 40 percent less after price adjustment.^* 

That there has been a squeeze on manufacturing corporations 
between 1947 and 1956 finds support in the following comparative data 
published by the First National Bank of Boston. 

% Increase 1947-1956 


Manufacturing Employees 

Total Compensation — Current Dollars 86.9 

Total Compensation — 1947 Dollars 55*5 

Productivity 31*8 

Manufacturing Corporations 

Total Sales — Current Dollars 73*4 

Total Sales - 1947 Dollars 38-8 

After Tax Profits - Current Dollars 15.9 

After Tax Profits - 1947 Dollars - 9*5 


Sources Mew England Letter . May, 1957. 
■ ^Supra . p. 66. 


The above lnrormatlon - symDoiic or a postwar trend - is not 
without its serious implications. When it is realized that one-third 
of national income originates in manufacturing; that compensation of 
manufacturing employees comprises more than one-third of total compen- 
sation from all sources of livelihood; that almost one-third of the 

annual addition to the labor force is employed in manufacturing; and 

; 

that eaoh job for a production worker requires an investment of $14,000 

(in 1956 dollars), it becomes evident that a healthy productive machine 

is imperative for future progress and that it would require in the 

order of $3.5 billion annually in capital requirements.^ 

This would take nearly three-fourths of the average annual 
profits after taxes of all manufacturing corporations for the 
years 1947 through 1956, after allowance of one-half of earn- 
ings for dividends. The remainder represents a rather limi- 
ted sum for replacing old plant and equipment in a period of 
rising prices when depreciation accruals have been completely 
insufficient.^ 

Business leaders have taken the stand that the postwar years have 
brought with them a staggering financial load on the nation’s industry. 
Corporations have poured nearly $196 billion into plant and equipment 
of which nearly $115 billion were spent by manufacturing companies. 

The latter also spent $15 billion on research and development expendi- 
tures to provide new and better products. With mounting inflation, 
labor has preempted a growing share, thus forcing labor costs up more 
rapidly thin increases in productivity. As a result, net profits have 

shrunk; and the ratio of after-tax profits to sales for manufacturing 

3 

corporations was reduced by almost 40 percent between 1947 and 1956. 

*The First National Bank of Boston, far Letter . May, 

1957, p. 2. 

2 IiisLt, p. 3. P. 2. 



Projections of future requirements are likely to complicate 
further the very situation which has so adversely affected profits over 
the past decade* The continued pressures of labor unions for higher 
wage costs, the quickening pace toward automation and the a nnu a l addi- 
tions of entrants into manufacturing seeking jobs are likely to con- 
tribute to added capital investment requirements* Solution of the 
problem seems to necessitate two basic adjustments* First, halting 
the shrinkage in the purchasing power of the dollar; and, second, pro- 
viding more adequate profit opportunities through carefully integrated 
wage, price, and tax policies* 

If we accept as a basic premise that the problems of under- 
standing corporate profits and their disposition are not the responsi- 
bility of the accounting profession alone, all interests concerned must 
recognise the fact that reported corporate profits are not just simply 
margins between coats and selling prices but rather the outcome of a 
variety of interrelated factors comprising volume, velocity and regu- 
larity of business activity and the absence of competitive influences 
for short periods. Labor, stockholders, and the general public should 
be informed that if a company is to stay in business, it must be able 
to earn and retain profits sufficient to replace productive facilities 
at current prices* But this does not mean that retention of earnings 
necessarily means removing them from the category of profits* This 
implies that accounting profits should neither be accepted too liter- 
ally nor be rejected recklessly* Corporate profit figures will only 
be properly understood when considered in conjunction with other factors 
reflecting the dynamics of a moving economic stream of business with 
due consideration to both short term and long term implications* This 



vas put very veil in the following words: 

The hard faet is that economic progress isn't that simple. 

Wages mast be paid oat of production, and can go up in a real 
sense only as production increases. When wage advances out- 
strip productivity, as has often been the case in recent years, 
the sequel is rising costs - reflected in turn, either in price 
increases that rob wage gains of much of their substance, or in 
profit shrinkages that dull the edge of business initiative and 
enterprise 

In order to explain the postwar corporate profits* history, a 
few basic points ought to be borne in mind. 

Corporations should, to begin with, make some profits to stay 
in business and to render service to the public. Second, a growing 
percentage of profits is being diverted to research in order to main- 
tain the corporations' competitive positions and to improve their pro- 
ducts and services. Third, corporations do not pay out all their pro- 
fits to stockholders; a large share of profits is being used to pay for 
replacing old plant and equipment, making additions to existing plant 
and equipment, and in meeting the additional working capital require- 
ments necessitated by higher costs and a larger volume of business. 

With shareholders - the owners of companies - receiving limited returns 
on their investments, labor should not expect to get the last dollar 
earned. 

Labor's claims vis-a-vis corporate profits have not shown con- 
sistency over the postwar decade. Wage bargaining has continually 
switched emphasis depending upon prevailing conditions between reported 
profits and increasing costs of living. Union arguments have run all 
the way from a flat condemnation that profits were excessive to arguing 
that less of the high profits are being used for dividends and wages, and 
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The First National City Bank, 
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more for risk capital and new facilities, and finally to the stand that 
things have been geared in favor of the owning and managing interests. 

Time and again union representatives have attempted to penetrate into 
the legalities of business operations to get at a correct determination 
of net income and have further suggested computing net income before 
any benefits were allocated to entrepreneurial interest, whether they 
be directors, managers, owners or any other capital supplying interest. 

But it has always been demonstrated that while labor was always anxious 
to share in the gains, it gave no evidence of its willingness to share 
in possible losses when they arose. 

Two further factors have served to accentuate the problem and 
to keep it fluid. One is the fact that the majority of corporate man- 
agements have taken a pride in showing large earnings, irrespective of 
their phantom character; their excuse being that when earnings in gen- 
eral are rising, no management likes to show less favorable results 
than other managements, hence the strong temptation during periods of 
expansion for managements to overstate profits. The other factor is 
the present tax structure which gives a premium, during inflationary 
periods to retaining and reinvesting enough corporate income to main- 
tain productive capacity. The basic source of weakness in the present 
tax structure seems to lie in the stand that the corporation is not 
simply a method of doing business, but is equally an entity subject to 
taxation in its own right and from which funds could be drawn off with- 
out affecting anyone in particular. W.A. Paton describes the failure 
to appreciate the corporation as ”a vehicle of administration,” with 
corporate management serving as steward of stockholders, and taxing the 
administrative vehicle ”as if it were a taxable person on its own account,” 



"a highly unreasonable procedure" and "fantastic* H He suggested sub- 
stituting for the present differential taxes at high rates on corpor- 
ate earnings a moderate flat tax rate that would be in the nature of a 
franchise tax on corporate institutions. 1 

It goes without saying that while government a ay attempt to 
obscure the end result by directing the tax to be collected froa cor- 
porations , it still remains true that essentially individuals are the 
ones who pay the tax. If the corporation shifts the tax to consumers 
in the fora of higher prices, then the consumers would be the ones who 
are really paying. If the tax is not shifted, then the stockholders of 
the corporation would be the ones to pay. In either case, the corpor- 
ate income tax is likely to have its adverse effects. If the rise in 
prices restricts volume, the incidence of the tax may fall upon employ- 
ees of the corporation in the form of lower wages or less employment. 

If the tax should reduce profits unduly in comparison to the risk in- 
volved, then the ultimate effect is likely to manifest itself in dis- 
couraging further investment. An additional factor inhibiting invest- 
ment is the inequity of double taxation imposed upon stockholders. 

The point should be emphasized that differences of opinion exist 
as to the purpose which profits must serve. From such differences, dif- 
ferent policies flow, policies which are conditioned by the ultimate 
results which different groups seek. To the management group respon- 
sible for the conduct of a corporation, the continued success of the 
business and its efficient running as a private enterprise get top pri- 
ority. The tendency among all other interested parties, not directly 
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assuming responsibility, is to take more chances than those who are 
responsible are willing to tolerate. 

The oentral problem that arises, therefore, is how can manage- 
ment cope with the problems of capital expansion and over-all growth? 
Managements answer seems to concentrate heavily on the contention that 
companies should be allowed to earn and retain an increasing volume of 
profits with which to meet the higher replacement costs of plant and 
equipment and the increased working capital requirements. The case was 
put by George Hitchings of the Ford Motor Company in the following words* 

If business firms are to expand and provide the necessary 
growth in jobs and in per capita standards of living, there 
must be sufficient profit remaining after costs are met to pro- 
vide an incentive for increased capital investment in the busi- 
ness. This capital investment can be accomplished either through 
withholding a portion of the profits for reinvestment in the busi- 
ness or paying the full amount in dividends and raising the addi- 
tional capital from external sources. There is nothing wrong with 
either method. It is solely a matter of the extent to which man- 
agement and the stockholders prefer to retain earnings directly 
for additional capital investment in the business. 

Prioes, coupled with the quantity of goods sold, determine 
the amount of income available to those who made the production 
possible - the employees who provided the labor, the lenders who 
provided borrowed money, said the owners who provided the capital. 
Pricing should be considered in relation to the adequacy of total 
receipts to cover these costs and provide sufficient profits after 
taxes to serve as an incentive for necessary expansion of the 
business. The extent to which income is spent or invested by the 
various recipients has no bearing on the validity of the prices. 1 

But this suggestion - to provide fully for replacement by rein- 
vestment of net income - runs into the practical difficulty of meeting a 
high tax rate imposed on corporate earnings which reduces the suggestion 
almost to nullity. After paying a 52 percent tax rate and reasonable 
dividends, many corporations are not likely to have profits available 


^George Hitchings, J.E.C. Hearings on the January, 1957 Econom- 
' ic Report, op. cit. . pp. 328-329# 



to appropriate ror replacement ana/ or expansion ana growiui. 

No remedial measure or measures seem to be possible unless 
each party , having an interest in the fruits of corporate enterprise, 
willingly accepts, in the course of its activities, a social respon- 
sibility that transcends immediate limits. This attitude would not 
contradict the democratic principle of freedom but would simply serve 
to emphasize that what each man does affects not only his immediate 
circle but society at large. For private corporations to continue to 
deliver the necessary goods and services demanded of them, capital must 
flow into them in sufficient amounts, and this is possible only if 
there is the attraction of sufficiently high rates of return. With a 
sympathetic attitude on the part of government, tax and otherwise, and 
with the publication of frank and proper accounts insuring full dis- 
closure of all material facts, market forces could be relied upon to 
prevent reaping of fantastic profits, except for short periods, through 
the rapid entry of savings into those industries under-equipped with 
capital. The present challenge facing accountants seems to lie in 
achieving, as between the various conflicting interests of the groups 
concerned, a constructive compromise which constitutes, in the opinion 
of the writer, the chief instrument for forging a more durable kind of 


progress 



PART II 

CORPORATE CAPITAL FORMATION AND RISK CAPITAL 



CHAPTER I 


CONCEPT OF THE CORPORATION AND THE RISK THEORY OF PROFIT 

Discussion of corporate profits has, so far, been largely con- 
fined to statistical terms* This treatment overlooks the fundamental 
question of the function of profit in the American economy} and it 
suffers the further shortcoming of failing to incorporate within it 
the framework of American beliefs* 

It is characteristic of the American tradition to view social 
institutions as a means to an end. The corporation is certainly not 
an exception to the rule since it is looked upon as an instrument for 
the organization of human effort to achieve a common end* That common 
end, from an economic viewpoint, is to organize resources for efficient 
production with a view to earning a profit, thus satisfying the profit 
motive * 

But it should be emphasized that society at large has largely 
abandoned the legal and political practice of regarding the corpora- 
tion as the sum total of the property rights of individual stockholders. 
n In the social reality of today, shareholders are but one of several 
groups of people who stand in a special relationship to the corpora- 
tion* The corporation is permanent, the shareholder is transitory • M 
Company reports to stockholders on the state of * their company* is no 
more than a lingering of the old fiction. 

^Peter F. Drucker, Concent of the Corporation * (New Yorki John 
Day Company, 1946), p. 21. 


j.n a rree enterprise society, tne primary justification of 
profits is that they are earned competitive ly * under the exacting 
sovereignty of consumers * 1 Consumers' willingness to pay a certain 
price for something not only sanctions its worth but also gives pro— 
fits derived therefrom their stamp of approval* When profits are 
ample, it is an indication that the firm earning it is fulfilling a 
useful purpose besides signaling the need for expansion in those lines 
of production in which demand is increasing* Contrariwise, little or 
no profits indicate the need for contraction in those industries whose 
products are in diminishing demand* The status of actual profits 
scored depends, therefore, on identifying actual markets with the 
competitive model* 

The traditional logic of profits is that they act as an in- 
ducement to the individual to risk his wealth in an enterprise and to 
spur him to exercise his best skills in making the enterprise profit- 
able* In the case of a sole proprietorship, the two functions are in- 
distinguishable* But in the modern corporation, where ownership and 
control are separated, and hence the function of risk and control are 
performed by two sets of people, the question arises whether profits 
should be received only by stockholders, to the exclusion of those who 
exercise control and are ultimately responsible for the efficient oper- 
ation of the enterprise. Berle and Means gave the answer to this ques- 
tion in the following words: 

The traditional logic of profits, when thus applied to the 
modern corporation, would indicate that if profits must be dis- 
tributed either to the owners or to the control, only a fair 
return to capital should be distributed to the 'owners') while 
the remainder should go to the control as an inducement to the 
most efficient ultimate management* The corporation would thus 
be operated financially in the interests of control, the stock- 
holders becoming merely the recipients of the wages of capital* 



This eonclusion runs directly counter to the conclusion reached 
by applying the traditional logic of property to precisely the 
sane situation and is equally suspect. ^ 

Before Berle and Means* book appeared, several economists wrote 
about the corporate entrepreneur. B.F. Lewis asserted that 'typically 
the corporate entrepreneur will be located in the common stockholder* 
the recipient of profits and the bearer of risk or uncertainty." C.A. 
Tuttle^ argued that stockholders hire a management group at a stipula- 
ted wage and hold them responsible to themselves as the ultimate col- 
lective entrepreneur. There is finally Charles 0. Hardy who explicitly 
recognized that risk bearing, profit appropriation, and the exercise of 
control are in fact separated in the large corporation. In his words: 

In legal theory, of course, the common stockholders are the 
ultimate owners of the business, assuming the primary burden of 
risk and exercising the final control, but in the case of large 
corporations whose stock has been distributed among investors 
the control exeroised by most of these investors is wholly 3 m ag— 
inary. Actually the control is exercised by the relatively small 
group-officers, creditors, or active stockholders, who are in- 
terested enough and have ability enough to exercise it, and the 
results of the control exercised by this group fall only slightly 
on themselves. The investors* reliance is pr3Lmarily on their good 
faith and ability as witnessed by past performance, not on any 
close association between control and its consequences. 

There is no doubt that the body of common stockholders, as sup- 
pliers of risk capital, do contribute to the enterprise function, but 
they are neither a homogeneous group nor uniform in their interest and 


^Berle and Means, The Modern Corporation and Private Property . 
(New York* The Macmillan Company, 1932), p. 344. 

o 

"The Corporate Entrepreneur," foerter lv Journal of Eco nomics. 
Vol. LI, p. 537. 

3 »The Functions of the Entrepreneur," American Economic Review . 
Vol. XVII (1927), pp. 13-25* 

^Charles 0. Hardy, Risk and R3 «ir-B«*ring . (Chicago* University 
of Chicago Press, 1923), p. 365. 




effective influence. Stockholder relationships to the notion of risk- 
taking and the common confusion with respect to it is explained by 
George Hurff in the following words: 

The notion of enterprise as risk-taking developed within 
the framework of the owner-managed firms in which the functions 
of capital supply and business power or enterprise were so 
mingled that neither stood out clearly and they were therefore 
confused. Moreover formal economic theory has largely viewed 
the individual firm as a passive creature of impersonal market 
forces and it has yet to fit in and integrate the functions of 
enterprise, especially that part which is a *disruptive inno- 
vating energy, ’ with the general body of doctrine. Since there 
was no place for this kind of creative enterprise, theorists 
who failed to see any other seized upon risk-taking, pr im a r ily 
as an explanation of business profits, and then, working back- 
ward to the legal recipient of profits, vested the enterprise 
functions in the stockholder,^ 

But even if we concentrate emphasis on risk -bearing, we cannot 
but admit that risk in varying form and proportion attaches to most 
participants in the corporate organization. Stockholders, for example, 
bear the risk of pecuniary losses, management is exposed to the risk 
of facing uncertainty and possible loss of office, and employees bear 
the risk of unemployment, "Necessary recognition of the reality of 
this diffused risk must dispose of further attention to profits viewed 
as a reward for risk-bearing. Neither logic nor equity can support the 
signaling out of one element as peculiarly the risk-bearer," It must 
be emphasized further that profits, in practice, cannot be attached to 
a single factor in the production process but do represent a composite 
share in the distributive process taking account of gains and losses 
arising from uncertainty, imperfect competition, and monopoly. That 


^George Hurff, Social Aspe cts of Enterprise in the Urge Cor- 
poration . (Philadelphia: University of Pennsylvania Press, 1950), p,123, 
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economic theory which deals with an equilibrium world Tails to oTTer 
any criteria for the distribution of profits in the large corporation 
where they emerge in a dynamic and fluctuating environment . In a 
presidential address to the Economic History Association, A.H. Cols 
observed that "the distribution of profits within business enterprise 
is a function of law, custom, and internal pressure, and except in 
simple business organizations, has no close relation to active derive— 
tion of profits. 

The conclusion to be reached is that while it is traditional 
to argue that a corporation should be run for the benefit of its stock- 
holders and that to the latter should go the profits scored, there is, 
in practice, no certainty that a corporation will in fact be run pri- 
marily in the interests of stockholders, Arthur Dewing believes that 
corporation executives are motivated less by economic than by psychol- 
ogical impulses! ambition, the creative impulse, profits, speculation; 

and he holds that profit seeking is less a motive than a rationaliza- 

2 

tion of one or more of the other fundamental psychological impulses. 
Profit seeking, he argues, is simply used as an inducement to investors 
to supply the funds. "They (the stockholders) are asked to contribute 
the stakes, while the managers play the game."^ 

In the development of the corporation, constantly widening 
powers have been delegated to management; but while it is clear that 
these powers are powers of trust in a fiduciary capacity, all the evi- 

3-A.H. Cole, "An Approach to the Study of Entrepreneurship," 
September 14, 1946* 

2 Arthur Dewing. The Financi al Policy of Corporations, (New Xorki 
The Ronald Press, 1941), PP* 854-57* 

3 Ibid. . p. 857. 



dence Indicates that the stockholder has surrendered, control over his 
wealth and has become a supplier of capital, a risk-taker pure and 
simple, while de facto ultimate authority and responsibility are being 
exercised by management* 

When attention is diverted from profits earned by corporations 
to those distributed to stockholders, two conflicting problems face 
managementi first, how to justify profits in the eyes of the general 
public, and, second, how to convince stockholders that the corporation 
adequately represents their interests* In some respects, the precar- 
ious position of the absentee stockholder to the productive process is 
implicitly recognized, when emphasis is placed on such ingredients as 
efficient machines, skilled labor and the know-how of management; in 
other contexts when investment becomes the decisive factor, the argu- 
ment comes forward that no business could prosper unless somebody is 
willing to risk his capital; and that adequate profits are an indis- 
pensable prerequisite to the latter. Profits are an indispensable in- 
centive for individuals to save and to invest their savings in produc- 
tive equipment; and they are the major source of investment funds* 

According to the American business creed, it is the investor* s 
function to bear the unforeseen, non-insurable risks of business; and 
that this ultimate financial responsibility cannot be delegated. Accord- 
ing to the N.A.H., the * system* is an ‘enterprise system,* and it is 
owners - not managers - who are vested with the label ‘entrepreneur. * 

Big industrialists explain the high profits of their industries in 
terms of the high risks of failure; and utility companies repeatedly 
mention that expansion of their services is contingent upon their earn- 
ing enough to attract additional risk capital* 



Charles E. Wilson expressed the businessman 1 s philosophy of 


profits and prices in the following words: 

The profit system is the foundation of our whole economy . 

It is that which gives us life and vitality to our entire econ- 
omic system, which has provided such magnificent results . . • 

We must therefore, as a nation, see to it that we encourage 
new growth and new development so that there will continue to 
be more and better products at prices which Increasingly large 
numbers of our people can meet ... To accomplish these objec- 
tives there must continue to be encouragement of capital, of 
the risk capital, which, frankly in the hope of gain but as an 
essential ingredient of our entire economic structure, is in- 
vested by an estimated 12,000,000 Americans. 1 

As for the sharing of the benefits of progress, the benefits of 
increased efficiency, scientific discoveries, and increased production, 
Wilson argued in his testimony that those benefits were claimed, and 
rightly, by customers, in lower prices; the workers, in shorter hours 
and higher wages; and the owners, who have invested the risk capital, 
in increased income. He placed special emphasis on the latter when he 
said: 


The common stockholder is in reality the keystone in the 
corporate undertaking. Industry operates on capital supplied 
by risk-taking investors ... It is this typical American, it 
must be remembered, who is the owner of the business ... It 
is he who furnishes the essential layer of risk capital. He 
h»w no assurance that the earnings which he receives will be 
at any particular level; he has, in fact, no assurance of any 
earnings at all • • • • 

One of our major economic problems today is to induce in- 
dividuals to provide the layer of risk capital to meet the 
needs of an expanding economy. Expansion of plant and equip- 
ment in recent years hue been financed necessarily in large 
part by the plowing back of corporate earnings and by the sale 
of bonds and notes rather than by the sale of equity securities 
, . • Any consideration of the problem of profit must recognize 
the fact that unless investment by the stockholder is encour- 
aged, the interests of our entire national economy will suffer. 

In almost similarly emphatic words, W.A. Paton expressed before 


^Corporate Profits . Hearings, 1948, op. cit. . p. 483. 
2 Ibid. . pp. 474-75. 


the sane Committee hie views about the nature of corporate profits and 
their significance as follows: 

As I see it, corporate profits basically are the earnings 
. . . of the stockholders, the persons who provided the risk 
capital, which is the lifeblood of private business enterprise* 

The corporation itself is nothing more than an institutional 
arrangement whereby a group of investors pool their savings for 
the purpose of carrying on some business activity • • • 

The common stockholder ... occupies the residual or buf- 
fer position in the undertaking. He furnishes the essential 
layer of risk capital. He is not assured of a particular level 
of earnings, or of any earnings ... The amount of his earnings, 
if any, depends upon the relation of varying revenues and varying 
costs arising from the sum total of transactions and conditions 
m«lH ng up the operations of the business • • • • 

In most fields of industry a considerable range of results 
with respeot to profits-— the earnings of stockholders— is found 
... As has sometimes been said, competitive private enterprise 
should be described not as a 'profit system,' but as a 'profit 
and loss' institution. 

Now, it seems to me, the important point for us all to bear 
in mind is that while the person who provides risk capital— 
the stockholder in corporate enterprise — is not assured of a par- 
ticular level of earnings or of any earnings in our economy, the 
totality of economic and political conditions (including the tax 
structure) must offer a prospect of earnings if this type of in- 
vestment is to be provided.^ 

While admitting that the function of the entrepreneur is uni- 
versally essential to economic activity, the question immediately arises: 
what is the contribution of this passive stockholder, as risk bearer, to 
the increase in productivity, and what return must be paid to him for 
risk-taking? There is plenty of evidence pointing toward the indis- 
pensability of executive control, of organisation and direction; and 
within this framework a risk theory of profit may shade into a supple- 
mentary theory of profits serving as a reward and incentive for inno- 
vation, foresight, and skillful management. This line of reasoning, 

however, does not disprove the validity of the statement that provision 
of risk capital is the very essence of private corporate enterprise; and 
that there must be an earning prospect if such enterprise is to persist. 


* Tbid. . pp. 54-55. 


CHAPTER II 


CORPORATE PROFITS AND RISK CAPITAL - THE PROBLEM STATED 


Within the framework that it is the dual function of profits 
to provide incentive and the means of progress; and that the expec- 
tation of profit is the driving force of venture and enterprise, busi- 
ness and a number of academicians have taken a pessimistic view of the 
adequacy of postwar corporate profits as an incentive for individual 
Investors. Commenting upon the relative size of corporate profits— 
earnings of stockholders— W.A. Paton remarked* 

The fact of the matter is that the forgotten man of the pres- 
ent era is the common stockholder, the chap who provides risk 
capital. His showing is poor whether it is expressed in terms 
of his share of reported corporate earnings or in terms of what 
he has left from any dividends he receives after personal income 
taxes thereon— his take-home pay. 

No other important group in the community has been squeezed 
as much as has the investor, and this includes the furnisher of 
risk capital as well as the investor in bonds and other dollar 
contracts. Ohe very clear evidence of the squeezing is seen in 
the continuing difficulty of raising new money for business ex- 
pansion through the issue of common stock— and the existing layer 
of risk capital in many cases has been thinned by the issue of 
senior contractual securities to the point at which new common 
stock money is badly needed . 

Almost all business spokesmen who appeared before the Flanders 
Committee in 1948 testified that it was extremely difficult to raise 
equity capital. At the outset of the investigation Mr. 0* Mahoney de- 
clared* 


^ Corporate Profits . Hearings, 1948, op. cit. . pp. 60-61. 
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The testimony of experienced men in the investment market seems 
to indicate that the majority of people with savings are more de- 
sirous of security for those savings than they are for large pro- 
fits from new ventures, or even from old ventures* They are there- 
fore investing most of their savings in government bonds, in life 
insurance policies, and in savings banks* 

The Committee will be doing a great service if it brings out 
the real facts as to causes of these conditions and drives them 
home to the American people. The surprising thing, however, is 
that there is still doubt in anyone's mind as to why the stream 
of venture capital has not been flowing into enterprise with its 
old-time vigor and daring* 

It is the intention of the writer to contribute his modest share 
towards bringing out the real facts about risk or venture capital, and 
to drive them home to interested students in the field. 



CHAPTER III 


CORPORATE FINANCIAL HIGHLIGHTS QF THE POSTWAR PERIOD 

Throughout the history of the United States' economy, the 
growing demand for business capital and the expanded use of the cor- 
porate device , as a financial instrument, have moved hand in hand. 

There is no doubt that the net contribution of the corporation to the 
development of the American economy has been considerable. Capital 
anri capital formation, that is, the formation of funds and their tran- 
slation into physical productive things, have owed much of their growth 
to the development of the corporate institution. It is axiomatic, but 
worth repeating, that the only source of capital is savings. Savings, 
which are the excess of production over consumption, nay be made by 
productive units, such as corporations or individuals; or, through the 
medium of credit, future savings could be transferred to the present. 
Finally, economic progress depends, to a very large extent, upon the 
rate of capital formation or the process whereby capital funds are 
accumulated and converted into physical capital; and it is evident that 
measures which interfere with capital formation are harmful. 

During the postwar deoade, the American economy has been ex- 
periencing one of the most remarkable surges of capital investment on 
record. In the short space of years since the end of World War II, 
capital outlays have moved up from $19 billion a year, to almost $50 
billion. During the same period, businessmen have adopted a new atti- 





tude toward the question ol' capital programs. There is increased 
attention devoted today to long-range planning; and there is a grow- 
ing realization that in a competitive world, business firms could never 
stand still. They must constantly innovate and introduce new products 
*nii processes. The best illustration of this new attitude is typified 
in the emphasis placed on research in American business; and in the 
appreciation on the part of businessmen that significant advances in 
productivity could only come through capital investment. As against 
investment in plant and equipment per worker of $7,000 (in current 
prices) in the mid-twenties, today, it takes over $12,500 in capital 
goods on the average to supply a job for the worker.^ - 

But this same growth in capital, so essential to economic pro- 
gress, has also presented problems. Heading the list of such problems 
has been the question) Where is the money coming from? 

Looking at American history in retrospect, one recognizes the 
basic shortage of domestic savings during the 19th century when the 
United States depended heavily on the importation of capital from 
Europe, During the twenties, when American capital began to flow 
abroad, any claim of surplus of loanable funds relative to investment 
opportunities at hone could be disputed by the high interest rates 
then prevailing. Finally, the postwar period has demonstrated that the 
mature economy thesis of the thirties was not a valid generalization; 
and that once again the problem isi Where is the money coming from to 
finance the boosting demand for capital expenditures? 

^John W, Hanes, "Expected Capital Requirements for the Business 
Expansion Ahead," The Commercial and Financial Chronicle, Vol. 185, No. 
5640, May, 1957, p. 11, 


The traditional source of funds-— individual savings— has been 
seriously limited by the high rates of individual income tax which may 
take up to 87 cents of what a man earns. The impact of this has helped 
make retained earnings of corporations a major source of funds for new 
investment. But here again, corporate taxes have served as a great 
barrier making the accumulation of necessary funds difficult and, when 
made, at the expense of dividend payments. Furthermore, the problem 
was aggravated by continued inflation which raised financial require- 
ments for replacing obsolete plants and equipment, and for providing 
working capital. 

It is quite obvious that growth and profits are linked together 
as twin objectives of a healthy and successful business enterprise. 
Expansion is the principal road to increased profits) and opportunities 
for growth are necessary for a competitively effective market; but 
fisoal management has many ramifications. Appeal for tax relief, pres- 
ervation of working capital levels, the maintenance of liquidity, and 
providing for growth opportunities are all parts of management* s man- 
date to maximise profits to the extent that is ethically and economic- 
ally possible. 

Financial management naturally falls within the province of 
the board of directors. The broad policies established by the board 
are then translated into a fiscal program properly coordinated to assist 
the organization in the pursuit of its long-range goals. There are, 
however, strong short-range incentives to induce a company to overburden 
its capital structure with debt, which is normally cheaper t h a n equity 
money, easy to repay in inflation, and presents certain tax advantages. 
The outcome of ready availability of debt capital in a booming money 



marjceu oi ten xeaas management to undermine tne dangers implicit m 
heavy indebtedness during a period of business decline* 

The financial highlights of American industry in the years 
following the seoond World War are a familiar story by now* There has 
been heavy demand for new money brought about by record-breaking ex- 
pansion in productive capacity and heavy reliance upon internally gen- 
erated funds for financing capital requirements. 

The methods of raising the new money are also familiar. They 
were partly new senior capital in the form of debt and preferred stock, 
and partly equity capital in the fora of new common stock and retained 
earnings. Businessmen have shown awareness of the special emphasis 
which should be placed on retained earnings as a means of a proper 
level of buffer equity in the face of the increasing use of debt and 
preferred stock* This has been especially true of large corporations* 

In a few instances there was exclusive reliance on retained earnings 
to fulfill financial requirements— U.S. Steel, for example, which had 
not offered any issue to the public for years — ; with the result that 
critics of U.S. Steel have always pointed out* *They don*t need it.* 

In the sections which follow, we intend to make use of the 
source and application of funds technique as an analytical tool for a 
more thorough and detailed analysis of the inflow and outflow of cor- 
porate funds during the postwar decade. The approach, we believe, 
would be valuable to a study of equity financing since it fits it in 
with the pattern of over-all corporate financing over the postwar years. 

Sources and Uses of Corporate Funds 

Corporate data relating to sources and applications of funds 
indicate the capital requirements of corporations and the manner 


in which they were financed. While such statements— derived as they 
are from accounts produced in the main on an historical cost basis — 
cannot provide an answer to the two major current problems of cor- 
porate finance - whether companies are maintaining their fixed capital 
intact and what proportion of taxable profits has in the postwar years 
represented inventory appreciation - they should nevertheless prove 
useful in revealing important and significant trends in corporate fin- 
ancing. Explanation of changes in cash balanoes derived from suoh 
statements would significantly contribute to an understanding of factors 
affecting the demand for credit and capital by corporations, and of the 
relation between business financing and business expansions and con- 
tractions. 

It should be emphasized f however, that the funds statements 
analysis is not a uniquely defined system of calculations, nor does it 
even represent a single analytical approach to the study of business 
operations. One aspect of it concerns itself with the distribution 
of assets and of equities, and with changes in this distribution. An- 
other aspect concentrates on business operations, that is, on the dy- 
namic picture of the organization in motion. While the latter approach 
is the more significant of the two, shortage of available data forces 
us to limit ourselves to the common approach of conceiving the sum total 
of sources of funds as the change in total liabilities and equity plus 
the allowance for depreciation! and the sum total of uses as gross cap- 
ital expenditures plus the net of all assets other than the property 
accounts. This approach, it is evident, ignores the bulk of funds 
flowing in from sales and flowing out through costs and expenses which, 
if combined, are many times as large as the change in total assets. 



Moreover, there are certain discrepancies which, though not particu- 
larly significant, do exist and which are due to omission of such facts 
as (a) money accruing to corporations from the excess of sales over 
purchases of used plant and equipment, (b) transactions in securities 
held as permanent investments except public offerings, (c) net new 
issues of entrepreneurial capital for new corporations where no offer- 
ing or sales of securities are made to the public or to institutions, 
and finally (d) liquidation of corporations,^ 

Another comment seems to be in order concerning the usefulness 
of these over-all series on business financing of capital requirements; 
and that is the existence of & wide range of variation between state- 
ment dates, both in the flow of funds required and in the flow made 
available. These variations should not, literally, be ignored in an 
examination of net changes. Finally it must be recognized that suoh 
series involve all the shortcomings that are usually associated with 
global figures. 

But the above-mentioned limitations of the source and applica- 
tion analysis do not by any means imply that the technique is useless. 

So long as its limitations are reoognized, the method could provide a 
meaningful indication of fundamental structural changes in the assets 
and liabilities of corporations and, in addition, complete the picture 
of economic trends by highlighting the developments in corporate finance: 
placing total financial requirements— long-term and short-term— in the 
perspective of means of financing; and throwing light on the inter- 
relationships of variations in methods of financing such as debt versus 

'Hj.S, Department of Commerce, Statistical Abstra ct of the United 
States . 1956, p. 4«4. 



equity, internal versus external, and short-term versus long-term 
financing. If the supplementary data on relative costs of financing 
is added, this may throe light on the analysis of shortages in equity 
capital. 

Using the attached statement of sources and uses of corporate 
funds as a base, it is possible to point out some of the more general 
characteristics of the postwar period, for which fairly reliable date 
are available, and to indicate how the broad features of this period 
of financing have fared. 

During the 11-year period 1946-1956, nonfinancial corporations 
had to raise the unprecedented total of $349. 7 billion for new fixed 
and working capital needs. Of this total, $226 billion was required 
for plant and equipment, and $112.3 billion to finance the expansion 
of inventories and receivables, a characteristic associated with an 
inflationary period. This means that nearly 70 percent went into ex- 
pansion and modernization of properties, while 30 percent was used for 
building up current assets. 

During the same period, $97.2 billion or 27 . 8 percent of the 
total cash requirements were raised from retained earnings; deprecia- 
tion costs recaptured in the revenue stream accounted for $105.1 bil- 
lion or 30 percent; and new stock offerings $23.1 billion or 6.6 per- 
cent of the funds raised. Borrowing accounted for $144*7 billion or 
33 percent of the new capital raised, with bond issues accounting for 
11.7 percent, bank loans and mortgages 7.5 percent, and increases in 
accounts payable and other liabilities 13.6 percent. 

If retained earnings stock issues are combined and the total 
is compared with the combined total from borrowing, the coincidence 



TABLE 20 


SOURCES AMD USES OF CORPORATE TUBUS - EXCLODIHG BANKS 

(Billions of Dollars 



1946 

1947 

1948 

194 

USES* 

Plant and Equipment 

12.6 

17.0 

18.8 

16. 

Inventories (Book Value) 

11*2 

7.1 

4.2 

•s. 

Reoeivables 

4.8 

7.6 

4.1 

• 

Cash and Deposits 

1-1 

2.2 

•3 

1. 

U.S, Government Seourlties 

-6.8 

-1.2 

.7 

2# 

Other Assets 

• mS 

Begl. 

.2 

Beg 

Total Uses 

23*2 

32.7 

28.3 

16. 

SOURCES* 

Retained Profits - Including Depletion 

7.2 

11.4 

12.4 

7. 

Depreciation Costs Reoaptured in the Revenue Stream 

4-2 

6.2 

6.2 

7. 

Trade Payables 

3.7 

4.6 

1.1 

-2. 

Federal Inoome Tax Liability 

-1.6 

2.1 

1.0 


Other Liabilities 

2.1 

1.6 

•4 

• 

Bank Loans • Excluding Mortgages 

3.2 

3.2 

1.7 


Short-term 

2.1 

1.6 

•6 

-i. 

Long-term 

1.1 

1.7 

1.1 

•* • 

Mortgage Loans 

.7 

.7 

.7 

♦ 

Vet Bern Issues 

2.4 

4.4 

6.9 

4.! 

Stocks 

1.8 

1.4 

1.2 

1. 

Bonds 

1.1 

3.0 

4.7 

3.1 

Total Souroes 

21.9 

33.1 

29.4 

16.i 

Discrepancy* Uses less sources 

1.3 

• .4 

-1.1 

•1 


Soureot Department of Commerce and the Tax Foundation! "Facts and Figu 




TABUS 20 


PORATE FUNDS - EXCLUDING BANKS AND INSURANCE COMPANIES, 1946-1956 
(Billions of Dollars) 


1946 

1947 

1948 

1949 

1950 

1961 

1962 

1955 

1954 

1966 

1966 

Cuaula- 

tiira 

Total 

12.5 

17.0 

18.8 

16.5 

16.9 

21.6 

22.4 

23.9 

22.4 

24.2 

30.0 

226.0 

11,2 

7.1 

4.2 

-5.6 

9.8 

9.4 

•9 

1.6 

-2.5 

4.6 

6.0 

48.8 

4.8 

7.6 

4.1 

•6 

15.8 

4.7 

5.6 

1.1 

1.2 

9.8 

10.0 

65.6 

1.1 

2.2 

•5 

1.2 

1.6 

1.9 

.8 

.4 

•8 

.6 

—6.0 


-5.8 

-1.2 

.7 

2.0 

2.9 

•9 

- .7 

1.7 

-1.8 

4.2 



- .6 

Negl. 

•2 

Negl. 

•3 

• 6 

.8 

•2 

•1 

•9 



23«2 

32.7 

26.3 

16.5 

46.5 

39.1 

30.1 

28.8 

20.4 

44.5 

41.0 

349.7 


7.2 

11.4 

12.4 

7.6 

12.4 

9.1 

6.4 

6.7 

6.7 

9.1 

9.2 

97.2 

Stream 4.2 

6.2 

6.2 

7.1 

7.8 

9.0 

10.4 

11.8 

13.5 

14.8 

15.3 

105.1 

5.7 

4.6 

1.1 

-2.2 

8.3 

1.8 

1.7 

.5 

- .9 

4.8 



-1.6 

2.1 

1.0 

•2.2 

7.2 

4.4 

-2.9 

•4 

-3.6 

2.8 

2.5 

47.4 

2.1 

1.6 

•4 

• 6 

1.0 

1.9 

2.4 

2.2 

•3 

1.7 



5.2 

3.2 

1.7 

-2«3 

2.1 

6.0 

2.4 

• *3 

-2.0 

3.1 



2.1 

1.6 

•6 

-1.6 

2.1 

3.9 

1.6 

• *1 

-1.4 

2.7 



1.1 

1.7 

1.1 

- .7 

Negl. 

1.1 

•8 

- .2 

- .6 

•4 

5.5 

26.4 

.7 

.7 

♦7 

•6 

1.0 

.9 

.7 

•8 

1.1 

1.3 



2.4 

4.4 

5.9 

4.9 

3.7 

6.3 

7.9 

7.1 

5.9 

7.0 

8.6 


1.5 

1.4 

1.2 

1.6 

1.7 

2.7 

3.0 

2.3 

2.1 

2.5 

3.5 

23.1 

1.1 

3.0 

4.7 

3.5 

2.0 

3.6 

4.9 

4.8 

5.8 

4.6 

6.2 

40.9 

21.9 

33.1 

29.4 

16.0 

45.5 

38.4 

29.0 

29.0 

19.9 

44.6 

41.0 

546.8 

1.3 

- .4 

-1.1 

•6 

1.8 

.7 

1.1 

- .2 

•6 

- .3 




'ax Foundation, "Facta and Figures on Gorerxment Finance, 1956-1957," p. 58* 



emerges that over the 11-year period both equity and debt financing 
have each contributed #32.8 billion; but the larger part of equity 
funds came from retained earnings. There is no doubt that high person- 

o 

al income taxes have played a major role in making this possible: first 
in weakening the desire of stockholders, especially those in the high- 
er income brackets, for dividends, and, second, in making it easier 
for management to secure equity funds through retention of earnings. 
Despite the fact that internal sources have been the primary source of 
funds, corporations have found it necessary, since 1946, to raise over 
#90 billion in new money by means of short-term borrowing and through 
the issuance of bonds, preferred, and common stocks. Debt financing 
has been relatively the more important among the external sources dur- 
ing the postwar period. Net bond issues have accounted for #41 billion, 
or 45.5 percent of the total, while only #23 billion, or 25.5 percent, 
was realized through the issue of both preferred and common stocks. If 
account is taken of equity financing through retained earnings as well 
as through common stock issues (27.8 percent plus 16 percent), the post- 
war period equity position becomes less disquieting. This situation 
was largely due to the more conservative dividend policies pursued by 
corporations during the postwar years. 

As regards the relatively low component of common stock issues 
in external financing, the remark seems to be justified that on an 
over-all basis, equity financing did not fare unfavorably despite the 
major shift in the direction of debt financing. The relatively low 
interest rates which generally prevailed throughout the postwar years 
(3 percent compared to 5 and 6 percent in the prosperous years of the 
twenties) undoubtedly explains, in part at least, the greater emphasis 



placed on debt financing in recent years. 

The statistical evidence of the postwar period indicates that, 
on the over-all view, supplies of corporate funds have been adequate 
to finance the large volume of capital requirements. Outside supplies 
of loan funds have been plentiful; and retained earnings have played 
a major role in this financing. The only source which has been rela- 
tively small is outside equity capital. The three main items will be 
dealt with in more detail below. 

External Financing 

The preceding section has laid down a very general statistical 
summary of the major developments in corporate finance during the post- 
war years. The principal sources of postwar financing, it was revealed, 
were security issues — bonds and notes, preferred stock and common stock, 
bank loans, "depreciation’' provisions, and retained earnings. In this 
section and the one which follows, more detailed data bearing on cor- 
porate financing will be brought together to show the relative impor- 
tance of the principal items. Corporate security issues, normally the 
more conspicuous but not always the largest source of funds, will be 
examined first. It should be remarked at this stage that whatever pat- 
tern of financing emerges for the corporate system as a whole would 
represent the composite experiences of a large number of corporations, 
experiences which no doubt have varied widely among companies, indus- 
tries, and various size groups. 

A close examination of postwar corporate security issues re- 
veals two pronounced characteristics. First, the marked variations, 
from year to year, both in the totals and in the component parts; and, 
second, the predominance of debt issues over stock issues throughout 



the period. From 1946 through 1956, stock issues for new money totaled 
$23.1 billion compared with $W*9 billion of new bond issues. Of the 
total net stock issues proceeds only $6.2 billion or 27 percent were 
floated during the yeais 1946-1950, and the balance of $16.9 billion, or 
73 percent, were sold during the more prosperous years 1951-1956. 

Statistical evidence relating to corporate debt creation and 
retirement is best illustrated in the following tables which give gross 
»nd net corporate debt at the end of the calendar years 1946-1956, as 
well as debt retirements during the same period. 

Long-term corporate debt, which totaled $41.3 billion at the 
end of 1946, had risen to $97.3 billion by the end of 1956; and, over 
the same period, short-term corporate debt rose from $52.2 billion to 
$110.9 billion, thus registering an increase of $58.7 billion. Through- 
out the 11-year period, corporations have drawn heavier on both the cap- 
ital and the money markets to finance their postwar capital requirements. 
They have first increased their short-term and long-term borrowing from 
commercial banks in the neighborhood of $16 billion; and this represen- 
ted a major shift in corporate finance. Second, they have increased 
their outstanding bond indebtedness by almost $41 billion. 

The net increase in corporate indebtedness was marked in four 
peak years over the postwar decade. The year 1950 registered an increase 
of $24 billion over the previous year; 1951, $205 billion; 1955, $18.5 
billion; and 1956, $L2.5 billion. The four years combined have contri- 
buted 60 percent of the total increase in corporate indebtedness over 
the postwar years. 

During the earlier two years, i.e., 1950 and 1951, the net in- 
crease in short-term indebtedness overshadowed the increase in long-term 



TABLE 21 


GROSS CORPORATE DEBT, END OF CALENDAR YEAR, 1946-1956, 

ALL CORPORATIONS 
(Millions of Dollars) 


Year 

Total 

Long Term 

Short 

Term 





Total 

Notes « TnA 






a/c Payable 

Other 

1946 

109,292 

48,435 

60,857 

31,667 

29,190 

1947 

128,157 

54,988 

73,169 

37,676 

35,493 

1948 

138,799 

62,808 

75,991 

39,248 

36,743 

1949 

139,554 

67,720 

71,834 

37,338 

34,496 

1950 

167,036 

72,153 

94,883 

48,096 

46,787 

1951 

190,637 

79,855 

110,782 

54,700 

56,082 

1952 

201,559 

88,016 

113,543 

59,055 

54,488 

1953 

211,488 

93,874 

117,614 

59,387 

58,227 

1954 

209,713 

99,100 

110,613 

57,193 

53,420 

1955 

231,471 

107,285 

124,186 

64,613 

59,573 

1956 

246,685 

117,000 

129,685 

69,432 

60,253 


Sourcet U. 

S. Department of Commerce. Survey of Current Business. 

May, 

1956, p. 13; 

May, 1957, p. 21. 






TABLE 22 




DUPLICATING 

CORPORATE DEBT, 

1946-1956, ALL CORPORATIONS 




(Millions of Dollars) 



Year 

Total 

Long Term 

Short 

Term 





Total 

Notes and 

Other 





a/c Payable 


1946 

15,754 

7,092 

8,662 

5,256 

3,406 

1947 

19,275 

8,902 

10,373 

6,247 

4,126 

1948 

21,018 

10,322 

10,696 

6,518 

4,178 

1949 

21,561 

11,186 

10,375 

6,203 

4,172 

1950 

24,978 

12,007 

12,971 

7,991 

4,980 

1951 

28,121 

13,266 

14,855 

9,093 

5,762 

1952 

30,529 

34,682 

15,847 

9,819 

6,028 

1953 

32,027 

15,599 

16,428 

9,875 

6,553 

1954 

32,386 

16,542 

15,844 

9,513 

6,331 

1955 

35,639 

17,979 

17,640 

10,744 

6,896 

1956 

38,494 

16,690 

18,804 

11,550 

7,254 


Source i U.S. Department of Commerce, Survey of Current Business . 
May, 1956, p. 13? May, 1957, p. 21. 




TABLE 23 


NET CORPORATE DEBT, END OF CALENDAR YEAR, 1946-1956, ALL CORPORATIONS 

(Millions of Dollars) 


Year 

Total 

Long Term 

Short Term 





Total 

Notes and 






a/c Payable 

Other 

1946 

93,538 

41,343 

52,195 

26,411 

25,784 

1947 

108,882 

46,086 

62,796 

31,429 

31,367 

1948 

117,781 

52,486 

65,295 

32,730 

32,565 

1949 

117,993 

56,534 

61,459 

31,135 

30,324 

1950 

142,058 

60,146 

81,912 

40,105 

41,807 

1951 

162,516 

66,589 

95,927 

45,607 

50,320 

1952 

171,030 

73,334 

97,696 

49,236 

48,460 

1953 

179,461 

78,275 

101,186 

49,512 

51,674 

1954 

177,327 

82,558 

94,769 

47,680 

47,089 

1955 

195,852 

89,306 

106,546 

53,869 

52,677 

1956 

208,191 

97,310 

110,881 

57,882 

52,999 


Source) U.S, Department of Commerce, Survey of Current Business . 
May, 1956, p. 13; May, 1957, p. 21. 

borrowing; while in the latter two (1955 and 1956), the net increase in 
long-term indebtedness was more dominant. The former two years were 
characterized by the building up of inventories and the rise in corpor- 
ate income tax liability - $20,2 billion and $10.1 billion respectively. 
During 1955 and 1956, capital expenditure outlays were more pronounced 
when they totaled $54*2 billion. 

The year 1955 also witnessed a marked rise in short-term indebt- 
edness of almost $12 billion and this after it had declined $6*5 billion 
from 1953 in 1954* Notes and accounts payable were up more than $6 bil- 
lion, other short-term debt registered an advance of $5*5 billion* 

Of the latter, around $3 billion represented accrued income tax liabil- 
ities, But the acceleration in the growth of long-term corporate debt 
during 1955 and 1956 was associated with the quickening pace of capital 
goods investment. During those two years, corporations invested, in 





order, $28.8 billion and $36.0 billion in plant and equipment, and ex- 
pansion of inventories; and this produced marked pressure on both the 
money and the capital markets since gross savings by corporations stood 
only at about $24 billion a year. To make up the deficiency, corpora- 
tions resorted to borrowing and supplemented the latter with sales of 
corporate stock in the net amount of $5*5 billion over the two-year 
period. The increase in both bank credit and long-term borrowing was 
concentrated in manufacturing where the growth in plant and inventory 
investment was most pronounced. 

A marked feature of the 11— year postwar debt financing has been 
the relatively large role played by bank borrowing. Bank loans, in- 
cluding both short-term and long-term, increased $26.4 billion. This 
was a natural concomitant to increased demand for working capital re- 
sulting from rising prices, sales, and inventories. But despite the 
substantial postwar increase in bank debt financing, the liquidity 
position of corporations does not seem to have been impaired. Even the 
increase in both long-term and short-term corporate indebtedness does 
not seem to be out of proportion considering the expansion in corpor- 
ate assets and working capital (assuming current prices hold) that had 
taken place over the postwar years. 

The attached table, which gives the current assets and current 
liabilities of United States corporations (excluding banks and insur- 
ance companies) at the end of the years 1946 through 1956, reveals that 
total current assets have increased $105.3 billion, from $108.1 billion 
to $213.4 billion, almost double the increase in total current liabil- 
ities. A 2 to 1 current ratio has been maintained throughout the 11- 
year period; and net working capital rose from $56,2 billion to $107.2 


billion 



TABLE 24 


CTJRREHT ASSETS AMD CURRENT LIABILITIES OF U.S. CORPORATIONS (EXCUJDINO BANKS AND I 

(Billion* of Dollars) 



1946 

1947 

1946 

1949 

1960 

1961 

Current Assets! 







Cash on hand and in Banks 

22.6 

26.0 

28.3 

26.6 

28.1 

30.i 

U.S. Government Securities 

16.3 

14.1 

14.8 

16.8 

19.7 

20. 

Receivables from U.S* Government 

.7 




1#1 




( 38.3 

42.4 

43.0 

) 


Other Notes and Aooounts Receivable 

80.0 




66.7 

58. 

Inventories 

37.6 

44.6 

48.9 

45.3 

56.1 

64.! 

Other Current Assets 

1.7 

1.6 

1.6 

1.4 

1.7 

2* 

Total Current Assets 

108.1 

123.6 

133.0 

135.1 

161.6 

179.: 

Current Liabilities i 







Advanoes and Prepayments, U.S. Oovemnent 

.1 




.4 

l.i 



( 37.6 

39.4 

37 .6 

) 


Other Notes and Aooounts Payable 

31.6 




47.9 

53.1 

Federal Income Tax Liabilities 

8.5 

10.7 

11.3 

9.3 

16.7 

21. < 

Other Current Liabilities 

11.8 

13.2 

13.6 

14.0 

14.9 

16.1 

Total Current Liabilities 

61.9 

61.3 

64.4 

60.7 

79.8 

92. 

Net Working Capital 

66.2 

62.1 

68.6 

72.4 

81.6 

86.1 


Sourest (1962-1956) Statistical Bulletin (U.S. Ssouritiss and Exohange Comaissio] 
Federal Reserre Bulletin, Mar oh, 1957 , p. 312* 


TABLE 24 


flBS OF U.S. CORPORATION (EXCLUDING RANKS AMD INSURANCE COMPANIES) AT YEAR ENDS, 1946-1966 
(Billions of Dollars) 


1946 

1947 

1948 

1949 

1950 

1961 

1962 

1963 

1964 

1956 

1966 

Ssptsribar 30 

22.8 

26,0 

25.5 

26,6 

28,1 

30,0 

30,8 

51,2 

32.0 

32.6 

31.2 

16*5 

14,1 

14,8 

16.8 

19,7 

20,7 

19.9 

21,6 

19,8 

24,0 

18.0 

.7 




1,1 

2.7 

2,8 

2.6 

2.4 

2,3 

2.4 


( 38,5 

42.4 

43.0 

) 







50,0 




66.7 

58,8 

64,6 

66,9 

67.3 

77.3 

83.6 

57,6 

44,6 

48.9 

45.6 

56.1 

64,9 

65,8 

67.2 

64,4 

69.1 

75.1 

1.7 

1.6 

1.6 

1.4 

1.7 

2.1 

2.4 

2.4 

2,6 

2.9 

3.1 

108,1 

126.6 

133.0 

133.1 

161,6 

179.1 

186.2 

190,9 

188,5 

208.1 

213.4 

mnant ,1 




•4 

1.3 

2,5 

2.2 

2.4 

2.3 

2,6 


( 37.6 

39.4 

37,6 

) 







31,6 




47.9 

65.6 

67.0 

57,3 

64,9 

62,6 

65.4 

8,6 

10.7 

11,5 

9.3 

16.7 

21.3 

18,1 

18.7 

15,5 

18,1 

14*2 

11,8 

13,2 

13.6 

14.0 

14.9 

16.6 

18.7 

20.7 

20,8 

22,3 

24.0 

51,9 

61.5 

64,4 

60,7 

79.8 

92.6 

96,1 

99.8 

95,0 

102.9 

106,2 

56,2 

62,1 

68.6 

72.4 

81.6 

86.6 

90.1 

91.8 

96.0 

102.9 

107,2 


lullotin (U,S. Securities and Exohange C omission, Washington, D.C.), January, 1957, p. 3| 

, 312 . 


It should be remarked that corporate enterprises had accumula- 
ted large holdings of liquid assets during the war. Liquid assets of 
nonfinancial corporations amounted to $40 billion at the end of 1945* 
registering an increase of $29 billion over the closing figure of 1939. 
The accumulation of such liquid assets during World War II was largely 
due to the policy of retaining a relatively large portion of profits 
after taxes, instead of paying them out in dividends. The Department 
of Commerce statistics reveal the following comparative percentages of 
profits, after taxes, retained by nonfinancial corporations up to the 
conclusion of the war. 

Percent 


1929 34 
1939 28 
1940 38 
1941-45 average 55 


These liquid resources available naturally supplemented the postwar 
corporate financing program. 

Immediately after the war, corporations substantially reduced 
their holdings of cash and U.S. Government securities; but as corpor- 
ate activity and prices increased, businesses started adding to their 
holdings of cash and near-ca3h items. Management's reaction to the 
two postwar recession years of 1949 and 1954 warrants a few remarks. 

In both years, marked inventory contraction and a concomitant decline 
in short-term debt characterized adjustments in the financial structure 
of corporations. In both years, net working oapital moved upward, and 
liquidity increased. But whereas the inventory decline in 1949 was 

^J. Frederic Dewhurst and Associates, America's Needs and Re - 
sources t A New Survey . (New York* The Twentieth Century Fund, 1955) > 
p. 21. 



counterbalanced in large measure by additions to liquid holdings, a 
$2.5 billion drop in plant and equipment expenditures, and a 1 &% of 
net profits, after taxes, dividend payout ratio, the inventory reduc- 
tion in 1954 was accompanied by a decline in total current assets, a 
cut of only $1*7 billion in plant and equipment spending, and a 56 % 
distribution of profits after taxes in the form of dividends. The 
1954 reaction displayed corporate management's optimism by continuing 
capital investment at a high level and a faith in the maintenance of 
continued cash inflow through a lowering of the dollar tax bill (re- 
peal of the excess profits tax) and the liberalized depreciation pro- 
visions under the certificates of necessity and the 1954 Internal 
Revenue Code. 

When it comes to comparing net issues of stocks with those of 
bonds, the larger amounts raised through borrowing become more pro- 
nounced. In the three tables which follow, the estimated gross pro- 
ceeds of corporate new securities offered for cash in the United States, 
classified by type of security; common stock offerings compared to «n 
new money offerings; and proposed uses of estimated net proceeds from 
corporate offerings, are given. 

The total estimated gross proceeds from all types of security 
issues offered for cash between 1946 and 1956 amounted to $89.86 bil- 
lion. This aggregate figure consisted of $69 billion, or 78 percent, 
of bonds and notes; $7.4 billion, or nearly 8 percent, of preferred 
stock; and $13*4 billion, or 15 percent, of common stock. When refund- 
ing operations are accounted for, the ratio of common stock offerings 
to all new money offerings becomes roughly 20 percent. This is due to 

the fact that oommon stock refundings were negligible throughout the 
period, while debt refundings were substantial. 



TABLE 25 


CORPORATE NEW SECURITIES OFFERED FOR CASH IN THE UNITED STATES, 
BY TYPE CF SECURITY ESTIMATED GROSS PROCEEDS 1946-1956 

(Bullions of Dollars) 


Year 

All Types of 
Securities 

Bonds & 
Notes 

Preferred 

Stock 

Common 

Stock 

1946 

6,900 

4,882 

1,127 

891 

1947 

6,577 

5,036 

762 

779 

1948 

7,078 

5,973 

492 

613 

1949 

6,052 

4,891 

425 

736 

1950 

6,361 

4,920 

631 

810 

1951 

7,741 

5,691 

838 

1,21 2 

1952 

9,534 

7,601 

564 

1,369 

1953 

8,898 

7,083 

489 

1,326 

1954 

9,516 

7,488 

816 

1,212 

1955 

10,240 

7,420 

635 

2,185 

1956 

10,963 

8,020 

633 

2,309 

Total 

89,860 

69,005 

7,412 

13,442 


Sources U.S. Securities and Exchange Commission, Annual Reports: 
1953, p. 128; 1954, p. 124; 1956, p. 234; Statistical Bulletin . March, 
1957, p. 8. 

TABLE 26 


COMMON STOCK OFFERINGS COMPARED TO ALL NEW MONEY OFFERINGS* 

(Millions of Dollars) 


Year 

Common Stock 
Offerings 

All New Money 
Offerings 

Common Stock as 
% of New Money 

1946 

891 

3,279 

27.7 

1947 

779 

4,591 

16.6 

1948 

613 

5,929 

10.3 

1949 

736 

4,606 

16.0 

1950 

810 

4,007 

20.2 

1951 

1,212 

6,531 

18.6 

1952 

1,369 

8,180 

16.7 

1953 

1,326 

7,960 

16.7 

1954 

1,212 

6,780 

17.9 

1955 

2,185 

7,957 

27.5 

1956 

2,309 

9,625 

24.0 


"Common stock offerings are on the basis of gross proceeds 
while those for all new money issues are net of the cost of flotations 
new money offerings are for plant, equipment, and working capital, and 
exclude those issued for retirement of securities and loans and for other 
purposes. 

Sources The Tax Foundation s "Facts and Figures on Government 
Finance, 1956-1957," p. 39. 



TADJUCi 


CORPORATE SECURITIES OFFERINGS, PROPOSED USES OF 
ESTIMATED NET PRXEEDS, 1946-1956 
(Millions of Dollars) 



Tear Net Proceeds 
All Offerings 

New 

Money 

Plant and 
Equipment 

Working 

Capital 

Retirement of 
Securities 

Other 

Purposes 


1946 

6,757 

3,279 

2,115 

1,164 

3,246 

232 

1947 

6,466 

4,591 

3,409 

1,182 

1,708 

167 

1948 

6,959 

5,929 

4,221 

1,708 

796 

234 

1949 

5,959 

4,606 

3,724 

882 

1,038 

315 

1950 

6,261 

4,006 

2,965 

1,041 

1,891 

364 

1951 


6,531 

5,110 

1,421 

849 

227 

1952 

9,380 

8,180 

6,312 

1,868 

664 

536 

1953 

8,755 

7,960 

5,647 

2,313 

260 

535 

1954 

9,365 

6,780 

5,110 

1,670 

1,875 

710 

1955 

10,049 

7,957 

5,333 

2,624 

1,228 

864 

1956 

10,776 

9,625 

6,767 

2,858 

415 

736 


Source: 1946-1953* Annual Reports . U.S. Securities and Exchange 
Commission; 1954-1956: Security Exchange Commission, Statistical Bulle - 
tin . March, 1957, p* 9. 

The point should be noted that in interpreting the data on is- 
sues of senior securities, the net annual amounts issued do not neces- 
sarily become permanent additions to long-term indebtedness, since they 
are almost always subject to retirement features* The bond indenture 
permitting, actual refunding will take place whenever market conditions 
become favorable; frequently without regard to corporate needs for funds 
Another point that should be noted is that throughout the post- 
war years public utilities were the leading group raising money in the 
new securities market; while manufacturing corporations tended to be 
less consistent users of this method of financing* The following compar 
ative statistics lend support to such a statement* 

Table 28 reveals that security sales by manufacturing corpora- 
tions have dropped off sharply since the war, reaching their low of 
less than $200 million in 1950* During the Korean war period, 1951-1952 








TABLE 28 


NET NEW CORPORATE SECURITY ISSUES - UTILITIES VS. MANUFACTURING 

(Billions of Dollars) 


Year 

Public Utility and 
Communication 

Manufacturing 

1948 

2.89 

1.86 

1949 

2.66 

.81 

1950 

2.15 

.19 

1951 

2.93 

2.34 

1952 

3.29 

3.17 

1953 

3.76 

1.23 

1954 

3.42 

1.28 

1955 

3.32 

1.33 


Sources Surrey of Current Business . October, 1956, p. 141. 
they recovered and reached a new high of $3.2 billion in 1952# There- 
after, sales remained relatively stable through 1955 when the annual 
average was $1.3 billion. The use of common stock financing fay util- 
ities versus industrials deviated from the above pattern and showed 
more concentration among industrials* The percentage of total common 
stock financing undertaken fay utilities between 1950 and 1955 , both in- 
clusive, averaged only 21 percent.* 

In view of the relatively low interest rates during the earlier 
years of the postwar period and the unfavorable stock prices, for flo- 
tations of new issues, not to mention the tax factor, it is not sur- 
prising that the amount of debt financing had been predominant* But 
while equity financing through the sale of new common stock had been 
relatively less important, compared with other sources of new capital, 
it is significant that they have registered modest increases since 1951; 
with 1955 and 1956 each registering almost double the average of the 


*Harold W. Stevenson, "Common Stock Financing in 1955, w Doctoral 
Dissertation . University of Michigan, 1956, p* 26* 



previous postwar years. Percentagewise, the years with highest in- 
creases were 1946, 1950, 1955 and 1956. 

With costs of borrowing higher and the cost of equities lower 
in 1955 and 1956 (from the corporations* standpoint), the incentive to 
shift from debt to equity financing was clearly marked. 

Dividend yields on common stocks of industrial concerns, 
as measured by Moody's series, were only slightly in excess 
of bond yields in early 1956, whereas these yields exceeded 
bond yields by over one— half in 1954, by two— thirds in 1953, 
and by more then 140 percent in 1950 ... Relative costs of 
financing were so favorable to debt financing in the earlier 
postwar period that, when equity financing was undertaken, 
factors other than costs were usually the determining influ- 
ence. In the most recent period, however, the important terms 
of equity financing in conjunction with the rise in interest 
rates have tended to make cost considerations again important 
in managements* determination.^- 

It is also possible that equity-minded managements of corporations have 
been motivated by an awareness that, while equity financing provided 
them with a solid base for future borrowings, it placed them less at 
the mercy of cyclical business change. It remains problematical, how- 
ever, whether the recent improvement in the reception accorded common 
stock financing marks a trend that will become more pronounced in 
periods ahead. 

One thing seems certain, however. If corporations are to achieve 

their anticipated goals in the years ahead, the problem of growth money 

will have to be solved. According to G. Keith Funston, corporations 

2 

may have to pour $360 billion into new facilities by 1965. In many 
industries, internal sources will provide as much as 65% of future needs; 


■^L.F. McHugh, "Financing Corporate Expansion in 1956," Survey of 
Current Business. October, 1956, p. 16. 

2 G. Keith Funston, "Challenge for Managements The Cost of Venture 
Capital," The Commercial and Financia l Chronicle. Vol. 185, No. 5642, May 
30, 1957, pp. 14-15. 




In regulated industries, the percentage may go as low as 35 percent. 
Debt financing, for long a major source of new outside money, will un- 
doubtedly continue because it is frequently faster, cheaper to arrange 
and to carry, and because interest is tax deductible. 

But in the search for corporate dollars in recent years we 
have begun to see the other side of the debt-financing coin. 

Money has grown tight. Interest rates have pushed upwards. 

And this has left companies with the unpleasant but certain 
knowledge that the higher their fixed charges, the more vul- 
nerable they are to changes in the business cycle . 

Mr. Funston, the President of the New York Stock Exchange, feels that 
the volume of common stock financing ought to rise $60 billion during 
the decade ending 1965 - three times the rate of both preferred stock 
and common stock combined for the past tec years - and through the med- 
ium of broader shareownership. 

Internal Financing 

Throughout their entire span, corporations have normally fin- 
anced a major part of their growth with funds generated from internal 
sources. A casual glance at the data on corporate sources and appli- 
cations of funds shows that retained earnings and the recapture of de- 
preciation cost in the revenue stream have been by far the largest 
sources of funds since 1946. For the 11-year period since the end of 
World War II, the cumulative demand for funds by all non-f in&ncial cor- 
porations totaled $349.7 billion of which $226 billion or 65 percent 
went into plant expansion and modernization, and $123.7 billion or 35 
percent was used to build up current assets. Only about one-third of 
the aggregate funds was obtained from external sources; the other two- 
thirds came from retained earnings and capital consumption allowances. 

^ •Ibid. . p. 15. 




The absolute amounts and the relative position of internal sources of 
financing over the eleven postwar years are given in Tables 29 end 30. 

TABLE 29 


PLANT AND EQUIPMENT EXPENDITURES AND THE INTERNAL CASH 
FL OK OF CORPORATIONS, 1946-1956 
(Billions of Dollars) 


Year 

Retained 

Earnings 

Depreciation Costs 
Recaptured in the 
Revenue Stream 

Total Internal 
Sources 

Plant and 
Equipment Outlays 

1946 

7.6 

4.2 

11.8 

12.5 

1947 

11.7 

5.2 

16.9 

17.0 

1948 

13.0 

6.2 

19.2 

18.8 

1949 

8.3 

7.1 

15.4 

16.3 

1950 

12.9 

7.8 

20.7 

16.9 

1951 

9.6 

9.0 

18.6 

21.6 

1952 

7.1 

10.4 

17.5 

22.4 

1953 

7.4 

11.8 

19.2 

23.9 

1954 

6.1 

13.3 

19.4 

22.4 

1955 

9.9 

14.8 

24.7 

24.2 

1956 

9.1 

15.3 


30.0 


Sources Department of Commerce; and the Tax Foundation . "Facts 
and Figures on Government Finance, 1956-1957," p. 3 8* 

It is noticeable that internally generated funds have been de- 
veloping, since 1946, a supply of liquid funds in the range of $15 to 
$30 billion a year. Throughout the postwar years, a close relationship 
existed in general between the annual cash inflow and corporate plant 
equipment outlays. In a study published by the Machinery and 
Allied Products Institute in November, 1955, George Terborgh envisaged 
the possibility that internal funds might cover 90 to 95 percent of 
projected business requirements for plant and equipment provided that 
no major depression intervenes and provided also that no significant 
further inflation takes place during the decade ahead. 

The striking parallelism between corporate expenditures for con- 
struction and equipment and the internal flow of corporate funds is 






TABLE 30 


RATIO QF INTERNAL AND EXTERNAL SOURCE TO TOTAL 
LONG-TERM FINANCIAL REQUIREMENTS , MANUFACTURING 
AND NON-MANUFACTURING CORPORATIONS, 1946-1956* 

(Percent) 


Year 

Retained 

Profits 

Depreciation Costs 
Recaptured in the 
Revenue Stream 

Total 

External Total ! 
Long Term Term R 
Financing** quiremi 

Manufacturing Firms 




100* 

1946 

49 

25 

74 

26 

1947 

56 

21 

77 

23 

1948 

61 

24 

85 

15 

1949 

48 

34 

62 

18 

1950 

62 

28 

90 

10 

1951 

40 

27 

67 

33 

3952 

28 

35 

63 

37 

1953 

35 

46 

81 

19 

1954 

31 

49 

80 

20 

1955 

37 

43 

80 

20 

1956 

33 

45 

78 

22 

All Other Firms 





1946 

36 

25 

61 

39 

1947 

43 

25 

68 

32 

1948 

38 

25 

63 

37 

1949 

29 

36 

65 

35 

1950 

35 

31 

66 

34 

1951 

28 

41 

69 

31 

1952 

21 

45 

66 

34 

1953 

17 

46 

63 

37 

1954 

13 

55 

68 

32 

1955 

17 

50 

67 

33 

1956 

15 

47 

62 

38 


•Excludes banks and insurance companies* Total long-term financial 
requirements are the sum of plant and equipment expenditures and the change 
in net working capital* 

••External long-term financing includes essentially net new issues, 
increase in mortgage debt outstanding and increase in long-term bank debt* 

Sourest U.S* Department of Commerce, Survey of Current Business . 
October, 1956, p. 13, 



closely linked to the rapid increase in annual accruals for deprecia- 
tion recaptured in revenue# As the two tables reveal, there has been 
an uninterrupted rise in depreciation provisions throughout the post- 
war period. In 1946 corporate depreciation provisions ran just over 
$4 billion; in 1956 they were over $15 billion. The recapture of de- 
preciation cost in the revenue stream represented, in the short span 
of eleven years, an increase of $11 billion in the annual flow of cor- 
porate funds available, at least in the short-run, for capital expen- 
ditures and other business purposes, and the growth still continues. 
Since 1952, depreciation costs recaptured in revenue have contributed 
by far the larger share of total financing. Retained earnings, on the 
other hand, were relatively below the volume retained in the earlier 
postwar period as dividend payments rose in response to the improved 
earnings of business. Throughout the postwar years, except for 1949 
and 1954, depreciation costs recaptured in revenue accounted for a 
steadily rising proportion of corporate investment, moving from one- 
third in 1946 to more than one-half in 1956. In contrast, the contri- 
bution of retained earnings to corporate investment remained narrowly 
around 30 percent during the period from 1950 through 1955* compared 
with a 50 percent share during the earlier postwar years. 

As was mentioned in Part I, two factors have accounted for the 
continuous rise in depreciation provisions over the postwar period. 

One was the steady expansion in corporate plant assets — from a book 
value of $138 at the end of 1945 to roughly $300 billion at the end of 
1955. The other has been the liberal allowable deductions, in com- 
puting depreciation for tax purposes, under the emergency amortization 
provisions of the 1950 Revenue Act and the 1954 Internal Revenue Code. 



It seems pertinent to remark that the same rising costs of plant and 
equipment which made depreciation accruals inadequate to replace 
original investments have resulted in larger accruals on the increased 
volume of new plant and equipment acquired at higher price levels in 
recent years. 

It should be pointed out, however, that it would be dangerous 
to press too far the broad statistical comparison between the internal 
generation of funds and capital outlays. Some companies are likely to 
deviate from the general trend, either by going heavily into debt or 
through the accumulation of cash. In addition, global figures often 
reflect offsetting errors; and do not cover homogeneous groups of com- 
panies to permit a tight logical analysis. But despite all these short- 
comings, the figures remain fairly adequate to demonstrate the main 
point that the flow of internal funds to support capital outlays has 
increased measurably; and that this rise in the supply of internal 
funds is likely to continue in the future. It should be borne in mind, 
however, that total demand for long-term capital is not confined to 
demand arising from capital expenditures alone. Corporations need funds 
for other purposes; and at times they may dip into their cash and gov- 
ernment security holdings to help finance long-term projects as well 
as current liabilities. The moment their acid test ratio declines, 
they are likely to approach the long-term capital market to restore 
their liquid position. This would be especially true when there is no 
relaxation in corporate plant and equipment expenditures . 

An examination of the table correlating the relative position 
of internal with external sources of funds in meeting corporate long- 
term capital requirements reveals the existence of a marked difference 



among Industries in their reliance upon internal funds* It is clear 
that manufacturing corporations depend much more heavily than all other 
corporations on internal funds to meet their capital requirements. 
Throughout the postwar period, except for 1951 and 1952, internal sour- 
ces have supplied nearly 75 percent of the annual cash requirements of 
manufacturers* Another feature has been the volatility of the latter 
in their demands on external sources* For example, whereas in 1950 
manufacturing corporations satisfied 90 percent of their needs inter- 
nally, this proportion dropped to 67 percent and 63 percent in 1951 and 
1952 respectively, when capital outlays were stepped up substantially • 

In contrast, non-manufacturing corporations satisfied from 61 to 69 
percent of their requirements from internal sources throughout the 
postwar period. It may be noted that the greater proportionate share 
of retained earnings among the manufacturing group represents the main 
difference in the level of the relative contribution of internal finan- 
cing between the two groups. 

The importance of retained earnings to American corporations 
is spectacularly shown by comparing their total of $102.8 billion for 
the years 1946-1956 with the total of only $13.4 billion of new common 
stock issues for the same years. Not only did retained earnings out- 
weigh common stock issues 8 to 1 as a source of new equity funds, but 
their total was nearly one and one-half times the total of all forms of 
new money security issues for the same period. Even net long-term cor- 
porate debt issues, important as they have been in comparison with com- 
mon stock issues or total stock issues, could be seen in different light 
when they are compared with retained earnings. The latter were almost 
twice the total increase ($56 billion) in long-term corporate debt over 



the postwar period. 

The above statements should be qualified, however, lest they 
lead to the unwarranted conclusion that corporations have accumulated 
$102,8 billion in real net saving. In contrast to funds provided from 
security issues, the flow of funds through retained earnings are to a 
considerable extent pre-committed and not freely disposable. Inventory 
profits arisin g from higher price levels would have to be retained in 
order to maintain a given physical volume of goods. Likewise, retained 
earnings would have to absorb the deficiency in depreciation provisions 
based on historical cost in order to maintain a given productive capacity. 
These two factors, together with the need for increased receivables and 
cash to support the same or a higher volume of business, have been ex- 
tensively discussed before. The points are repeated here simply to 
emphasize the fact that, when the total figure for retained earnings 
is corrected, the picture would be drastically altered. With inventory 
valuation adjustments aggregating $21 from 1946 to 1956 and the depre- 
ciation understatement estimated at $27.5 billion (at an annual rate of 
$2.5 billion) over the same period, total retained earnings would fall 
almost to one— half and would approximate the increase in long-term in- 
debtedness. If the adjusted figures were added to the amount realized 
in the interval from the sale of stock, the result would roughly equal 
50 percent of the total increase in corporate debt. 

Corporate F inancial Policy Appraised 

Postwar corporate financial statistics discussed so far are of 
use in illustrating the nature of the problems which were involved in 
financial decision-making. Briefly summarized, the position was as 
follows* During the 11-year period, corporations invested $226 billion 


in plant and equipment and almost $124 billion in working capital* A 
little less than one-third of these funds came from retained earnings , 
almost one-third from borrowing, 30 percent from depreciation cost re- 
captured, and 6.6 percent from new stock issues* The funds generated 
from depreciation costs recaptured went up steadily from $4*2 billion 
in 194^ to $15*3 billion in 1936; but retained earnings did not show 
a similar upward trend although there were high points reached in the 
years 1947, 1948, and 1950, The amount of funds raised through net 
debt borrowing and stock issues were also relatively stable, but they 
fluctuated more than retained earnings. These generalizations, it 
should be remembered, describe the results of the financing activities 
of hundreds of thousands of businesses; and they need not necessarily 
apply to individual cases nor even to specific industry groups* 

To pass judgment on the over-all picture of corporate financing 
in the postwar period presupposes the existence of a general rule gov- 
erning the method of financing. This, in the opinion of the writer, 
does not exist except among academicians and theorists, and probably 
not even there* Frederich and Vera Lutz expressed such a general rule 
as follows! 

In choosing the method of financing an additional unit of 
investment the entrepreneur must be guided by the aim of maxi- 
mizing the contribution made by that unit to the level of his 
own total net profits prospects* He will go on using any one 
source of funds in preference to another until the addition to 
his net profit prospects due to an additional unit of invest- 
ment financed from that source is no greater than the addition 
to his net profit prospects due to an additional unit financed 
from an alternative source* He will reach the optimum combina- 
tion of sources at a point where the addition to the net profit 
prospects from each source is the same, unless he does not have 
access to all sources, or there is a quantitative limit on the 
amount he can obtain from one or more of them. 

^Friedrich and Vera Lutz, The Theory of Investment of the Firm . 
(Prince tons Princeton University Press, 1951), p. 204. 




To the practical businessman, no simple formula, such as the 
one quoted above, could explain the financial rationale of American 
business managements. In practice, the basic ingredients of a theory 
of business finance would have to inolude all phases of the finance 
function and the shaping of decisions and recommendations that would 
contribute to the over— all objectives of the business. But the de- 
termination of objectives is in itself complex since managements often 
do not plan operations so as to maximize short-run profits. Profits 
in the long-run, maintaining or increasing the company *s share of the 
market, short-run liquidity, long-run solvency, and a building up of 
reputation or status are often more important. Because a corporation 
is not single-minded but rather is composed of individuals whose in- 
terests may conflict, the concept of management as arbiter among em- 
ployees, customers, and stockholders can lead to capital expenditures 
and financing policies and commitments that deviate from the concept 
of a balanced capital structure and from the directional guide of cap- 
ital productivity. 

Furthermore, in a free enterprise economy, management must 
face the additional challenge of gearing business policies to the econ- 
omic and business structure of the economy, Okie of the basic goals of 
a free enterprise sooiety is a continued rise in real income which 
must not be achieved at the expense of individual freedom. The chal- 
lenge arises to management when stability and progress become incom- 
patible and a balance must be struck between them. To make an intel- 
ligent decision in order to achieve the best balance requires a broad 
background rather than a narrow view of the proper relationships be- 
tween sources of financing. Financial management should understand 



the nature of fluctuations in short-term and long-term interest rates; 
should appraise correctly the amount of funds available from internal 
sources and decide upon the amounts needed externally; should adapt 
itself to the trend toward institutional saving and financing; and 
should understand the nature of cycles in the security and money mar- 
kets. With such data as a background, financial management could pro- 
ceed to decide how to combine short-term and long-term borrowing with 
owners' equity, both rationally and intelligently, on the basis of all 
past and present factors in the situation. Further, it could forecast 
future conditions in the capital and money markets as well as the in- 
come position of the business. The job would, of course, be easier if 
corporate income tax did not give a tax advantage to debt financing. 

It may be remarked that typical rules of the thumb have been developed 
on the basis of such factors as patterns of financing which prevail 
in the industry, the nature of the assets to be financed, the size of 
the business, its age, its profits record, the full tax position, and 
the relative cost of different methods of financing* 

On the face of it, and expressed in monetary terms, the over- 
all picture of corporate financing in the postwar period appears to 
indicate that the financial position of corporations has, in general, 
been sound; that funds from internal sources have been comparatively 
high; and that external financing has been available on relatively 
favorable terms. The relatively easy borrowing terms, however, have 
been associated with an increase in the proportion of debt to total 
external financing* 

But the continuous demands industry has made on banks for loans, 
the rising trend of new corporate security issues (especially senior 



debt), and the pressure exerted by Industry for larger and more flex- 
ible depreciation provisions, have been symptomatic of the inadequacy 
of equity capital in both forms, i.e., retained earnings and common 
stock. Despite the fact that income tax lavs have encouraged borrow- 
ing as against the raising of additional equity capital, there is 
evidence to support the observation that corporate managements, con- 
scious of the financial risk, have resorted to build up equity, through 
the plough-back of earnings and common stock issues, in order to serve 
as a basis for further credit and as a protection to solvency in the 
event of adversity. 

The individual financial decisions were undoubtedly made in 
the light of the specific circumstances and objectives of each firm; 
but there remains questions worthy of more detailed analysis. Was the 
combined effect of individual financial decisions on the financial 
markets and on the economy at large fully considered and was a proper 
consideration always given to long-range factors in the business? One 
could only draw the inference that managements, faced with the problem 
of providing for high levels of plant and equipment and working capital 
needs, have limited their demands for outside funds because of the 
apparently high ratio of such outlays covered by retained earnings and 
other internally generated funds; and that the relatively small volume 
of new equity issues in comparison with bonds and bank loans may have 
been a normal reaction to the relative supplies of each and the prices 
ruling in the market for different kinds of capital. 

For long-term money, big and established enterprises have tapped 
the bond market and the large and growing resources of savings insti- 
tutions and pension funds. These savings institutions together had 



TABLE 31 


SAVING AND BORROWING IN THE UNITED STATES, 1951-1955 

(Billions of Dollars) 



1951 

1952 

1953 

1954 

1955 

Saying 

Institutional 

9.7 

u.o 

15.0 

16.6 

16.5 

Gov*t. Securities 

_ O 

e / 

1.0 

2.4 

- .6 

3.3 

Corp. Securities 

1.6 

1.8 

1.1 

0.0 

2.4 

Total 

10.4 

16.8 

18.5 

16.0 

22.2 

Borrowing 

Mortgage Debt 

6.6 

6.5 

7.3 

9.2 

12.4 

Consumer Debt 

0.6 

4.1 

3.5 

0.5 

5.8 

Total 

7.2 

10.6 

10.8 

9.7 

18.2 

Net Saving 

3.2 

6.2 

7.7 

6.3 

4.0 


Source: Securities and Exchange Commission, Reproduced from 
the Monthly Letter . First National City Bank, New York, July, 1956, 
p. 82, 

loans and investments totaling around $182 billion on December 31, 1955} 
but the trouble lies in the fact that their pools of funds are heavily 
committed to supporting the public debt and the demands of the mortgage 
market. In the booming year of 1955, the amount of new money provided 
by savings institutions to business did not exceed 3 to 4 billion dol— 

p 

lars. There is further the complication that individual savings flow 
mainly through such institutions as Table 31 shows. 

As the table reveals, of a total savings figure of $22 billion 
in 1955, $16.5 billion were institutionalized savings} and not more 
thffn $2.4 billion were provided by individuals for the purchase of cor- 

1 

Monthly Letter . First National City Bank, New York, July, 1956, 

p. 82. 

2 £ 1 £. 



p orate securities* The implication of this phenomenon is that in recent 
years a large part of the savings of individuals has been channeled 
into savings institutions which have assumed the responsibility of in- 
vesting those funds for them. Arthur J* O'Hara has remarked that dur- 
ing the decade of the twenties, when taxes were less burdensome, there 
was a greater inclination on the part of individuals to invest more of 
their savings in bonds and stocks* That is why investment banks then 
maintained large sales organizations to conduct and sell securities to 
individual investors. During the postwar period the situation had 
changed and investment bankers concentrate their sales efforts on the 
institutional type of investors.^ 

There can be little doubt that major shifts have occurred in 
the disposition of individual savings which, together with commercial 
bank credit, form the ultimate source of outside capital* Such savings 
have been shifting, in major proportions, towards relatively liquid 
and secure forms such as bank deposits, life insurance, and government 
and municipal bonds* In addition, personal savings which flow into 
savings institutions must, under present laws, be invested primarily 
in debt. Here the question arises whether a private enterprise so- 
ciety can operate successfully depending very highly upon retained 
earnings for equity and absorbing a large proportion of personal saving 
in the form of debt. The drawbacks of a system operating in this manner 
were summarized by Homer Jones in the following words: 

^Arthur J. O'Hara, "New Types and Sources of Investment Funds," 
The Power and Problems of the Expap diny American Economy. Papers deliv- 
ered at a Conference on the American Economy: Marquette University, June, 
1955, (Milwaukee, The Marquette University Press, 1955), p. 136. 


Undistributed corporate earnings are not necessarily to be 
found in appropriate amounts in the areas in which expansion is 
needed. It appears unlikely that enterprisers will be willing 
indefinitely to add to their debts at such a rate as individuals 
add to their institutional savings. Lenders will be unwilling 
to lend such amounts indefinitely as the margin of protection is 
reduced. An economic system building up debt at such a rate 
would find itself in particular difficulties in case of business 
recession emanating from any cause. The fixed debt charges would 
cause an increasing proportion of income to go to savers as op- 
posed to consumers. The increasing debt charges relative to total 
income flows would inhibit both borrowers and lenders from enter- 
ing into further debt contracts.^ 

But irrespective of the degree of importance we attach to such 
institutional shifts in the flow of savings, it nevertheless remains 
true that the supply of equity capital will always depend in large mea- 
sure upon the prospect of future profits, the latter in turn being in- 
timately tied up with the levels of profits realized currently and in 
the recent past. Now if the amount of equity money that corporations 
can acquire depends directly upon their ability to earn profits, and 
since profits have a close bearing on the ability of firms to borrow, 
it follows that profit levels both limit and determine to a very large 
extent the ability of American corporations to expand their productive 
investments* In the final analysis, the ultimate answer to the question 
whether corporate profits have been excessive depends upon the observer* 
judgment as to whether corporate investment represented a wise use of 
the economy*s resources* Moreover, as John Lintner has remarked, 

since the root cause of ... the inflation which characterized 
the postwar years was the fact that more goods and services 
were being demanded than the economy had the capacity to sup- 
ply, this expansion of capacity has represented a fundamental 
attack on the longer run problem of inflation itself. Further- 
more, in doing so it has provided an indispensable basis for 
the continuing improvement of the real incomes of the American 


Corner Jones, "Investment in Equities by Life Insurance Compan- 
ies," Journal of Fiq fmqa r June, 1950, p. 179* 


people, and it has expanded the industrial capacity of the 
nation on which our national security directly depends. * 

Two corollaries seem to emerge from the preceding appraisal of 
corporate financial policies over the postwar years. First, executives 
in charge of the financial affairs of corporations seem to have been 
cognizant of their primary responsibility to those who have committed 
funds to the enterprise: To the owners, this meant maintaining the com- 
panies in financial health and, at the same time, helping to produce 
an adequate rate of return j to the creditors, it meant keeping the 
business liquid and solvent. Because of the impact of laws, taxes, 
regulations, and other environmental circumstances, corporate manage-, 
ments were bound to consider the enterprise in the light of such con- 
ditioning factors and to weigh their impact upon their financial poli- 
cies anri results. Second, there was the inescapable inference that 
net profits were needed to fulfill more than one objective. They were 
needed first to support credit worthiness and access to borrowed funds; 
second, they should permit a fair dividend return to common stockholders 
and, third, they should make possible retention of earnings within the 
business as a major source of funds for growth. The manner in which 
the second and the third objectives were dealt with will receive more 
detailed discussion in the following section. 


X John Lintner, Corporate Profits in Perspective . .QBa_S.il>> PP* 
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CHAPTER IV 


CORPORATE PROFITS AND THEIR ALLOCATION 


Dividend Distributions 

Although it is not within the scope of this study to examine 
all phases of dividend policy, it is in point to mention that dividend 
distributions, when made, are normally the product of a multiplicity of 
factors covering such things as legal provisions, contractual arrange- 
ments, the nature of the company's business, the need for retained funds, 
the desire for continuity and stability of dividends, and tax consid- 
erations, A condensed statement of corporate dividend practices which 
prevailed during the postwar decade among industrials was given by the 
chairman of the board of a paper company in the following words: 

Basically, with dividends, we do not operate on any fixed 
percentage of earnings, but try to arrive at a total amount for 
the year which we deem to be fair. This, in some periods, has 
necessarily been tempered by the cash requirements of long-time 
expansion or capital programs and what percentage is to be raised 
through debt or equity financing and the amount to be generated 
internally, with due regard to such things as depreciation, amor- 
tization, and total anticipated earnings, Ve consider stability 
of the rate and continuity of payment as far more important than 
the absolute size of a particular dividend, and have, therefore, 
on occasion followed the policy of paying extra dividends for a 
period by raising the regular rate. A 

In deciding upon a specific dividend rate, many companies have 
placed emphasis upon continuity of payments and stability of rates; 


Quoted in The Conference Board Business Record . Vol, XI, No, 2, 
February, 1954, p. 85. 
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hence they allowed themselves a liberal margin of safety when setting 
dividend rates in order to compensate for possible fluctuations in earn- 
ings* But side by side with this conservative approach towards the pay- 
ment of dividends, management, in general, agrees that stockholders 
must be paid a 'reasonable* return on their investments and, at the 
same time, leave enough over to provide for growth* Management is con- 
scious that failure to maintain an adequate rate of return will have a 
depressing effect on the market price of securities and will hinder the 
acquisition of additional equity funds should the need for same arise* 

It is not agreed, however, on what constitutes a 'reasonable 1 return; 
and interpretations have ranged all the way from a modest return on 
book value to a rate which would induce further investment in the com- 
pany* The following table summarizes corporate dividend payouts over 
the entire postwar years* It is illustrative of the absence of any 
uniformity in corporate treatments of dividends and lends support to 

the contention that no dividend policy in the literal sense exists. 

TABLE 32 

CORPORATE PROFITS AMD DIVIDEND PAYMENTS, 

ALL CORPORATIONS, 1946-1956 
(Billions of Dollars) 


Year 

Profits 

Dividend 

Dividends 

Dividends 

Profits 

Dividends 


After 

Payouts 

as % of 

as % of 

Index 

Index 


Taxes 


Profits 

Profits & 

Inv. V.A. 

1947 

= 100 

1946 

13.4 

5.8 

43 

72 

74 

90 

1947 

18*2 

6.5 

36 

53 

100 

100 

1948 

20.3 

7.2 

35 

40 

111 

111 

1949 

15.8 

7.5 

48 

42 

87 

115 

1950 

22.1 

9.2 

42 

53 

116 

HI 

1951 

18.7 

9.1 

49 

52 

103 

140 

1952 

16.1 

9.0 

56 

53 

90 

138 

1953 

16.7 

9.3 

56 

60 

92 

H 3 

1954 

16.0 

9.9 

61 

63 

90 

154 

m 

21.0 

21.0 

11.0 

11.9 

S 

a 

115 

115 

3.72 

183 


Sources Based on U*S* Department of Commerce Statistics* 





The divergence in the income experience of shareholders and 
corporations is a marked characteristic of the entire postwar period. 

As dividends payments increased in years when profits rose, they regis- 
tered smaller annual advances relative to the advance in profits. Con- 
versely, when profits contracted, they were accompanied by less than a 
proportional reduction in dividends. These phenomena reflected, of 
course, variations in the proportion of profits distributed by corpor- 
ations. Annual profits and the proportion of earnings distributed as 
dividends have continually shown this inverse relationship since 1946. 

During the first three years, i.e., 1946-48 corporate profits 
increased by #7 billion, while the proportion of profits distributed 
to stockholders declined from 43 percent to 35 percent. In 1949, when 
corporate profits declined $4*5 billion, dividends distributions rose 
to 48 percent of earnings. When profits expanded $6.3 billion in 1950, 
dividend disbursements fell to 42 percent of earnings. Conversely, 
profit declines during the period 1951-1954 boosted the stockholders* 
share of corporate earnings from 42 percent to 61 percent. Finally 
the rise in corporate profits in 1955 and 1956 pulled down the dividend 
distribution ratio to 53 percent and 56 percent respectively. 

Partial explanations of this behavior have been the resistance 
of dividends in face of short-term declines in profits, the attitude on 
the part of some managements that dividend payments have assumed the 
semicontr actual status requiring both certainty of payment and stability 
of rate; and the pressures of accelerated cash needs which have rein- 
forced the marked bias in favor of retention of profits. It is worth 
noting that since inventory gains are not available for the payment of 
dividends in going concerns, it might be more significant to judge divi- 



dend distributions net of taxes and inventory gains. On this basis, 
dividend distributions ranged from a low of 40 percent to a high of 64 
percent of net profits between 1947 and 1956. 

In order to determine how common stockholders have fared, as 
individual investors, over the postwar years, the problem of deciding 
upon a valid criterion for measurement immediately arises. Dividends 
received cannot be appraised in isolation without reference to the 
earnings per share and the costs of acquisition per share. Any attempt 
to express dividends and/or earnings received as a percentage of "net 
worth* 1 would, of course, be very misleading since the component parts 
compared are not expressed in uniform dollars. More reliable measures 
to determine the relative position of common stocks include the divi- 
dend yield on stocks, the relation between stock and bond yields, and 
the •price-earnings ratio* or its reciprocal the earnings-priee ratio. 
For purposes of discussion, we intend to use the first and the third 
measures because they tie in the prices of stocks with the fundamental 
factors of earnings and dividends. Below are the earnings and dividend 
yields of 125 industrial common stocks for the years 1946-1956. Both 
earnings dividends are expressed as a percent of the total market 
value (based on average price during the year) of stocks included. 

Table 33 demonstrates that a rough method is available for de- 
termining the relative position of common stocks at any particular time. 
It must be recognised, however, that with corporate profits varying 
among firms, by sise of firms, and among industries, it follows that 
the dividends and earnings experience of stockholders would vary accord- 
ingly. Even within each industry a marked variation would be normal on 
account of the wide range between highly profitable corporations and 



TABLE 33 


EARNINGS AND DIVIDEND YIELDS (F 125 INDUSTRIAL 
COMMON STOCKS, 1946-1956 


Year 

Earnings Yield 

Percent 

Dividend Yield 
Percent 

1946 

7.08 

3.71 

1947 

11.54 

5.05 

1948 

14.80 

5.85 

1949 

14.08 

6.80 

1950 

14.61 

6.51 

1951 

10.42 

6.29 

1952 

9.49 

5.55 

1953 

10. 14 

5.51 

1954 

8.75 

4.70 

1955 

7.81 

4.08 

1956 

7.40 

4.09 


Source: Moody's Manual on Industrials* 
those on the margin* Furthermore, differences in ranking by dividend 
return and earnings return could emerge from industry variations in 
profits distribution practices. In general, dividend distributions have, 
in recent years, been more liberal than in the earlier postwar period; 
but this development was overshadowed during the past three years by 
stock prices climbing faster than earnings* Dividend payouts in 1955 
were 10 percent above 1954} and in 1956 a further 10 percent increase 
over 1955 was registered. This experience coupled with a favorable 
earnings record of corporate business, brought about substantial gains 
in industrial stock prices and reduced the earnings -price ratio and 
dividend yield on common stocks to their lowest points over the past 
ten years* 

In deciding upon how much was going to be distributed, corpor- 
ate managements have no doubt given top priority to corporate needs 
for funds. It is axiomatic that the opinion of big stockholders, where- 




ever they existed, had been sought and that their Interests were care- 
fully weighed. What finally emerged as dividend distributions, the 
writer suspects, had little direct bearing upon the individual wishes 
of the masses of scattered stockholders whose small investments neither 
warranted raising issues nor represented an effective eheok on manage- 
ment, the Gilbert brothers' drives notwithstanding. 

It is encouraging to note, however, that enlightened manage- 
ments have adopted the stand that common sense, good business, and 
decent management require that some dividends, no matter how low, should 
be paid to stockholders whenever circumstances permit. There is fur- 
ther the growing realization that investors in a free enterprise repre- 
sent the backbone of a capitalistic system, and that the loyalty of the 
stockholder is based upon more than dividends alone. Consequently, 
there is evidence of a recognition that stockholders are a vital force, 
joined together by a common bond of mutual interest, in the welfare of 
their corporations as well as in the survival of free enterprise itself. 
Any management, therefore, which seeks to reverse the proper function- 
ing of private enterprise by artificially restricting the just reward 
of equity holders, or recommend! ng to them the so-called 'Wall Street 
Rule,' would bear the responsibility of undermining a healthy function- 
ing of the economic system; besides ignoring completely the fiduciary 
position of directors in relation to stockholders. 

Notwithstanding this desire to please stockholders, it is evi- 
dent that managements were unwilling to expose their companies to the 
dangers of financial strains or to arrest their growth and development. 
In addition, the relatively passive attitude of stockholders evidenced 
over the postwar years, when companies were producing satisfactory re- 



turns, seems to undermine the veight frequently attached to the 'poten- 
tial 1 influence of stockholders, and to lend support to the statement 
that in practice the key determinants are the attitude of management 
toward risk assumption, toward their own security of position, and to- 
ward freedom to exercise discretion in operating the business. 

Management's stand was clearly put by the American Institute 
of Management in the following words: 

The board of directors of a corporation receives an implied 
mandate from stockholders which consists of three basic require- 
ments, First, that the invested principal be exposed to no un- 
necessary risks of impairment. Second, that this principal be 
enhanced as much as possible through undistributed profits to 
permit a regular growth in net worth. Third, that distributions 
of profit in the form of dividends be maintained at reasonable 
levels, A fourth, less tangible requirement is that the cor- 
poration keep its owners informed of its progress in satisfying 
these three requirements , 

As the elected representatives of the stockowners, the mem- 
bers of the board of directors are ultimately responsible to the 
investing public, A board may properly, in the short run, bal- 
ance customer requirements , expansion needs, or other policy con- 
siderations against immediate satisfaction of the stockowners, 
but ultimately it must reconcile all such matters if its place 
in the investment markets is to remain unimpaired, 

A suitable dividend policy is one of the basic mechanisms in 
maintaining satisfactory relations between stockowners and the 
management , , . 


Reinvestment of Earnings 

Closely tied up with the amounts distributed as dividends has 
been the substantial proportion of earnings plowed-back in the business. 
Reinvestment of earnings is today an established practice, especially 
among large corporations. This practice is not new, however. In a 
statistical study dealing with 72 corporations, 0,J, Curry listed 22 
large corporations that paid the entire costs of their expansion dur- 

iifami-i ar ««™ge*ents. (New York* American Institute 

of Management, 1957) , p, 15, 



ing the period 1922-30 by plowing bacJc earnings, nxa sunny axso re- 
vealed that the decision to pay for expansion through earnings, as 
opposed to security issues, was determined more by the preference of 
directors than hy the character of industry. 

During the postwar years, reliance on retained earnings was 
intensified as corporate indebtedness grew and as the amount of equity 
capital raised through common stock remained very low in relation to 
total corporate capital requirements. The desire of managements to see 
their companies grow, the pressures of mounting costs and prices, the 
expanding capital needs of corporations, and the relative ease and 
cheapness of acquiring capital through retained earnings have, at var- 
ious stages and times, been put forward in defense of this corporate 
practice. 

The tendency on the part of corporate m a nag ements to plow— back 
a substantial proportion of profits has had both its proponents and its 
critics. Those who argue that a function of profits is to provide a 
source of funds for tools of production and for growth maintain that 
'plowing back* is the American method of capital formation and, like 
profits themselves, they are a part of the essence of the system. As a 
result, of the two methods by which profits generate investment funds, 
retained earnings receive much greater emphasis than savings from dis- 
bursed earnings. They even go one step further and dispute that re- 
tained earnings are profits at all. The National Association of Manu- 
facturers has campaigned, since 1948* to convince people that * about 
h alf of what industry does make goes right back into the pot to help 


^ Utilisation of Corp o rate Profits in Prosperity and Pcpreffgjgfl * 
Michigan Business Studies , Vol? IX, No. 4 , CAnn KC>r* University of 

Michigan, 1941)* 



pay for the development and expansion that bring more products, more 

jobs, and greater security for all,^ The New Yor fr Tftwag asserted that 

it is a confusion to identify the corporation with its stock- 
holders • . . although undistributed profits increase stock- 
holders 1 equity they are, broadly speaking, in the nature of a 
social dividend in which the whole community shares through 
lower prices, improved quality of product, and greater employ- 
ment# 2 

The Conference Board Business Record*^ reproduced such state- 
ments as the following in an exposition of the managerial creed about 
retained earnings and dividends! 

It has always been our opinion that high retained earnings 
are more desirable than high dividends, considering their long- 
range effect on the growth of our company# 

It is essential to retain earnings to provide the basis for 
growth since outside financing is not easily available# 

Ve believe that the matter of first importance is to keep 
the company sound and efficient. When this has been accom- 
plished, the owners should have their reward# 

In general, it is our feeling that high dividends are not in 
the best interests of stockholder provided there is an opportunity 
for favorable reinvestment of funds in the business# A reasonable 
dividend rate is desirable for the stockholders, but as a rule 
stockholders do not expect exceptionally high rates and much pre- 
fer to have the company grow and expand its earning possibilities 
than to have high dividends# 

We have stockholders who are interested in long-term capital 
gains and others who want regular dividend payment# We think that 
our policy of hitting somewhere near to a 50 percent payout of net 
profit annually is a well-calculated middleground# 

The more systematic exposition of the managerial stand says no 
more than that 
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any good manager can honestly argue that the growing importance 
of the hired management and its polioy of self -capitalization 
have been of benefit to the stockholder, while at the same time 
pointing out that management is no longer exclusively concerned 
with the stockholder* * 

W.A* Patou calls the plowing back of earnings a "controversial ques- 
tion" and he says that corporations dispose of the stockholders* 
money, but he justifies that on two grounds; first, it is the "easiest, 
most Inexpensive method of financing growth," and, second, the stock- 
holders* "apparent willingness to permit their hired men, in many cases, 
to retain a major part of earnings to finance growth." The latter re- 
mark seems to justify the observation that while stockholders in gen- 
eral would always like larger dividends, they do not register suffi- 
cient complaints to warrant a basic revision in present dividend prac- 
tices. This viewpoint was summarized by a paper company executive in 
the following words* 

Ve do not actually know how satisfied our stockholders are 
with our present practices. They do not complain; neither do 
they cheer. The turnover of the stock is low. We are under the 
impression that they would be happy if dividends were higher and 
more frequent, but we have not hin g more substantial on which to 
base this than casual and occasional conversations. 

It is evident that the heavy reliance on retained earnings and 
the weakness of the equity capital market are closely interconnected; 
but it is not clear which is cause and which is effect. There are some 
who hold that the equity market is weak, because earnings are retained 
■wri not distributed as dividends. An opposite stand is that 
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earnings have to be retained, because it is impossible to obtain capi- 
tal otherwise. Those who maintain the latter position argue that re- 
tained earnings are * costless* and save both company a nd stockholder the 
costs of marketing securities and the personal income tax on dividends 
as well. Moreover, the investors seem to be more interested in the 
prospects of a continuing and increasing return through building up 
their equities. 

The argument frequently put forward that capital from retained 
earnings is * costless* capital warrants a couple of passing remarks. To 
the accountant, borrowed capital is of course the only type of capital 
which haw cost, and this cost is measured by the interest charges paid. 

A less narrow view of the problem, however, reveals that retained earn- 
ings are not costless capital. Both new common stock capital and re- 
tained earnings are raised by companies from stockholders} the only dif- 
ference is in the method of procurement. While common stock capital is 
obtained voluntarily from present or new stockholders, retained earnings 
are, in effect, *coerced* subscriptions of present stockholders alone. 

If the stand is taken that the position of a company is different from 
that of its stockholders, and that it could benefit at the expense of 
its owners, then it follows that whatever profits are not disbursed as 
dividends, but reinvested instead, would cost the company almost nothing. 
What is overlooked in this line of reasoning, however, is the fact that 
the cost of retained earnings as a source of funds is the same in prin- 
ciple as that of new common stock. In both instances, the cost of 
equity capital is reflected in the price-earnings ratio, the cost of 
common equity oapital being lowest when the earnings-price ratio of 
common stock is lowest. This is in line with the financial hypothesis 



that for a company the cheapest kind of capital exposes it to the 
greatest risk, while the safest capital subjects it to the greatest 
cost. That is why borrowed capital is normally the cheapest and the 
riskiest form of eapital for business while common equity is both the 
most expensive but the safest* Ideally, therefore, a company should 
make use of common equity capital plus senior securities in such propor- 
tions as to obtain the lowest average cost for its new capital without 
subjecting itself to undue risks* 

It may be noted that the cost argument is usually relegated to 
a secondary position when managements defend their stand vis-a-vis re- 
tained earnings* Such explanations as the following are offered for 
postwar retention levels : (a) overstatement of 'real 1 profits owing to 
inadequate depreciation allowances; (b) need for funds to finance plant 
■nd equipment expansions; and (o) higher working eapital requirements 
to keep pace with higher prices and expanded levels of business acti- 
vity*^ Professor W*A* Paton reasoned "that reported earnings are larger 
t.hfi ri would be if costs were measured in the same kind of dollars 
as are represented in receipts from customers Professor Jules Back— 
mfiw the following to say to the Chairman of the Joint Committee on 
the Economic Report in 1957: 

The Chairman suggested that there was something contrary to the 
private enterprise system in the internal financing of business . . • • 
Vfy comment, Senator, is this: Part of what we call retained 
earnings in effect are the depredation charges you are not permit- 
ted to charge off because of the tax law. Part of these retained 
earnings are used for expansion, you suggest* I go one step fur- 
ther* If the companies who have these retained earnings had chosen 
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to distribute then all as dividends , as they could have chosen, 
and in some industries that choice is made, particularly in in- 
dustries like the utilities - American Telephone would be an 
illustration where 80 percent or more of the earnings are dis- 
tributed - if the choice is made to distribute the earnings then 
you may go into the capital market to raise the funds needed for 
further expansion. But if the stockholder foregoes obtaining 
those funds and either obtains nothing or obtains smother piece 
of paper called a stock dividend, then that choice has been made • . . 

There seems to be some inconsistency raised, however, by the fact 
that managerial discretion has displaced market competition in the matter 
of corporate dividends versus retained earnings. Stated differently, it 
is very hard to reconcile the thesis that retained earnings are the Amer- 
ican way of capital formation and the contention that profit is a neces- 
sary incentive for individual investors when management, rather than in- 
dividual stockholders, make the decision whether further investment in 
capital facilities promises sufficient profits to justify the risk. 

Historically, the money market has been the mechanism to direct 
the efficient allocation of capital into those uses where the marginal 
return is highest. Rough as the test may have been, it did give play to 
the principle of opportunity costs. Internal financing, through retained 
earnings , is not forced to meet the test of the securities market} and 
while directors may be assumed to know better where the interests of 
their companies lie, they may tend to overrate them relative to other 
investment possibilities. Furthermore, it may be suspected, although 
factual evidence is not available, that managements* desire to perpetuate 
itself, to see the corporation maintain its relative size in the indus- 
try, and to have the social prestige and higher pay attached to managing 
large concerns, may culminate in over— investment in some fields at the 
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expense of others and cloud and subordinate an objective profits basis 
of judgment. Arthur Dewing based his objection to the plow— back of 
earnings upon the lack of fairness in disposing of other peoples money. ^ 
Graham and Dodd observed that 

if stockholders 1 opinion were properly informed, it would in- 
sist upon curtailing the despotic power given the directorate 
over dividend policy ... this feature is peculiar to Amer- 
ican corporate finance and has no close counterpart in the 
other important countries. The typical English, French, or 
German company pays out praotically all the earnings of each 
year except those carried to reserves. 2 

Finally, there are these mild, but penetrating, remarks by George Hurff x 

... the most that can be said is that there seems to be no 
foundation for the confidence of directors of large corporations 
that they are better fitted than the money market to determine 
the direction of capital expansion. That they should extend a 
paternal solicitude to guard the stockholder against either his 
own improvident frittering or the hazards of alternative invest- 
ment opportunity may be touching, but it remains unconvincing. 
Foreclosing such decisions to the stockholder is clearly unfair, 
but the crucial point is that this practice unnecessarily con- 
centrates control of economic power in the hands of a few, whereas 
other decisions of dividend policy and the conduct of the general 
business of the company inevitably and necessarily require placing 
great power in the hands of management simply because there is no 
other equally effective agency available. This is not the cane in 
financing expansion. The money market is a well-established agen- 
cy for that purpose and should be so employed .... It seems 
time to recognise that a society which finds useful a political 
government of checks and balances would discover the same princi- 
ples equally useful in application to economic governance wherever 
it is practicable to do so *3 

It is evident that the mere fact that about half the profit of 
corporate business is retained and reinvested at the discretion of man- 
agement divorces the stockholders from their right to make their own sav- 


1 Corporate Financial Policy , op. cit.. pp. 787-790. 

^Graham and Dodd, Security Analysis. (Hew Yorkx McGraw-Hill Book 
Company* Inc*, 194>0), PP# 378**79# 

^George Hurff, Social Aspe cts of Enterprise in the Large Corpora- 
tion . op. cit* ! pp. 93-94* 



ing and InTestiioot decisions* While it is reasonable to argue that the 
apportionment of profits between dividends and retained earnings repre- 
sents one phase of balancing competing economic interests which falls 
on corporate management, its acceptance marks a clear departure from 
the individualism which characterized classical ideology. 

The individual stockholder does not have free choice over the 
disposition of the earnings on his investment. This is decided 
for him} to say that he participates in such decisions in pro- 
portion to his equity flies in the faoe of reality. 1 

The suggestion is often made that the dissatisfied stockholder 
could always sell his stock and that this freedom affords the necessary 
protection to the individual stockholder. This line of reasoning is 
likely to be plausible only if the retention of earnings adds to the 
market value of the stock when the individual stockholder could reap 
in capital gains what was denied to him in dividends. However, should 
the market appraise unfavorably the prospects of further investment in 
the company, the anticipated gains to the stockholder will not be cap- 
tured and management will only have circumvented the difficulty of sel- 
ling new stock. 

It seems certain, in the light of the preceding discussion, that 
insofar as earnings are retained as a cushion for stability of dividends 
and/or to supply resources and working capital to assure the viability of 
a corporation as a going concern, no one would question the practice. 
When earnings are retained and reinvested, however, to get what should 
be gotten from investment capital markets instead, the practice becomes 
open to serious objections. This is especially true in the case of com- 
panies which seek to get the money for expansion not in the oapital 
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market, but In the profit market by increasing their prices. 


But it remains also true that small business could never grow 
if the notion is developed that every bit of expansion has to come from 
going outside and either to borrow or to sell stock. This necessitates 
drawing a distinction between small and big companies and applying a 
differential treatment as to the proportions of profits that should 
be retained. It may further be remarked that a partial explanation of 
the criticism addressed to plow^back of earnings lies in failure to 
realize that the absorption of retained earnings to offset the effects 
of inflation and to maintain real investment in business has meant that 
a substantial part of retained earnings has not been available for ex— 
pension. The 8 to 1 ratio of retained earnings to common stock issue 
financing over the postwar years implies that a modest decrease in the 
former would have necessitated a tremendous relative increase in the 
latter with all the concomitant difficulties which would have confron- 
ted management. 

Any increase on this scale would be truly revolutionary and 
would probably be possible only with fundamental modification 
of many attitudes toward corporate financial policy , even if 
stock could be substantially increased and financial costs 
thereby substantially reduced through higher distribution. 
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CHAPTER V 


CORPORATE CAPITAL FORMATION AND RISK CAPITAL 
Eaaitv Versus Risk Capital 

For a clear understanding of corporate capital formation and 
the role of equity financing, it is worth drawing a distinction between 
venture or risk capital on the one hand and equity capital on the other • 
This amounts to saying that a distinction ought to be drawn between the 
viewpoint of Management and that of the body of investors in corporate 
securities. 

Viewed literally, all capital used in the enterprise is, to 
management, ventured. The risk attaches to the investment made regard- 
less of whether the money required is borrowed or obtained from stock- 
holders. From the standpoint of management, the greatest risk attaches 
when capital is borrowed and a fixed obligation to pay interest and to 
repay principal is incurred. The lesser risk attaches to equity finan- 
cing and, when expansion is financed through retained earnings, the risk 
element stands at the bare minimum. 

From the investor’s standpoint, however, most risk attaches to 
the purchase of equity securities and it stands least in the purchase 
of bonds, when the investor enjoys both a legal priority and a fixed 
claim to interest and principal. It is evident that equity capital is 
synonymous with risk capital if viewed from the investor’s standpoint} 
but that from management's standpoint, borrowed capital involves most 
of the risk. 


■mm 



Another point that needs to be emphasized is that equity finan- 
cing is much broader than financing through the sale of additional com- 
mon stock. Vith the exception of borrowing, excesses of cash inflows 
over cash outflows are technically speaking sources of equity capital 
and have been a major source of same over the postwar period. The sale 
of new common stock by corporations remains, however, the form of equity 
financing which usually receives most attention. Clearly, all sources 
must be considered when reviewing the problem of equity financing as a 
whole. 

The preceding study of corporate sources and uses of funds in 
the postwar period has revealed the extent to which corporate capital 
had been obtained from retained earnings and from the sale of equity 
securities. In this respeot, it serves as a good base from which to 
start our analysis of common stock financing. Such analysis, however, 
ought to be supplemented by investigations of the special problems assoc- 
iated with the sale of equity securities, and of the impact of changing 
economic and financial conditions upon the equity market. 

Postwar Ex perience with Equity Financing 

Arguments have been advanced repeatedly that a shortage of equity 
capital h ew prevailed during the postwar decade. The evidence given in 
support of such a claim is the very low ratio of new common stock offer- 
ings to the aggregate of new corporate financing. Because of inability 
to raise equity capital, so the argument runs, corporations have devel- 
oped capital structures heavily loaded with debt which made them more 
vulnerable to financial difficulties in the event of unfavorable busi- 
ness conditions. The poor market for equity offerings is said to have 
hit hard small businesses particularly, and to have made very difficult 



the launching of enterprises • 

The revival of equity financing, it is asserted, awaits basic 
reforms in taxation which have cut down the savings of higher-income 
individual investors, and which have made the purchase of equity secur- 
ities unattractive when risk and yield, after taxes , are considered* 

The solution of the problem of equity capital shortage is envisaged 
through a reduction in personal income taxes on people in the upper 
income— brackets , a termination of the double taxation feature of cor- 
porate profits distributed as dividends, and an eli m i n ation of the cap- 
ital gains tax. 

In the light of the above, there seem to be two contentions 
which underlie the widespread concern over what has come to be known as 
the shortage of equity capital. First, that a shortage of equity capi- 
tal does exist, and, second, that this shortage is bed. 

If the term equity capital stands for the proceeds from sale of 
new common stock issues, then obviously there has been a clear shortage 
of equity. Similarly, if the term is used to stand for the non-debt 
component in the corporations* capital structure and a shortage exists, 
it can then be said to be bad. In this context, the use of the term bad 
would relate to the non-availability of internal funds for financing cor- 
porate capital formation. But if corporate savings are available and do 
enable corporations to finance their investment programs, they are as 
surely equity funds as funds obtained by stock issues in the capital 
market. 

There seems to be no conclusive evidence to prove that a shortage 
of equity capital in the latter sense exists. While it is true that an 
equal increase in equity and debt is not a safe ratio, at least as a 



persistent phenomenon , still the statistical evidence shows that there 
has been not a serious over-ell shortage of equity capital in the post- 
war years, but rather a shift, in the source of equity capital, from 
new oonmon stock sales to retention of earnings. Undoubtedly this shift 
has worked in favor of large enterprises as against small concerns since 
the former have more earnings to retain. The same applies to old enter- 
prises, with established earning power, in comparison with new firms 
with earning capacity yet to demonstrate. Even the obvious shortage of 
equity capital in the first sense has not gone unchallenged. Jules I. 
Bogen, for example, argued that "coupling the drive for tax reforms with 
the problem of equity financing may not necessarily promote these desir- 
able reforms, since it rests the case for lower taxes upon the existence 
of an equity capital shortage that may not exist. 

But the fact that internal sources of equity eapital have largely 
made up for the shortage of stock issues since the war is no indication 
that there is no need for concern. The postwar trend in the flow of 
common stock equity capital holds significant implications should cor- 
porate earnings shrink to a substantial degree. Besides, the tendency 
to rely heavily on internal sources of equity capital is sufficient 
cause for concern on several grounds* First, it fails to conform to the 
principle that those rendering productive services should be rewarded 
according to their contribution and should be free to dispose of their 
earnings as they see fit. Strict adherence to this principle of free- 
dom to make decisions as to the use of earnings would require that all 
profits be paid to stockholders, or at least, that they decide what pro- 
files I. Bogen, "Postwar Experience with Equity Financing" 
Journal Vol. V, No.2, June, 1950, p. 172. 




portions or then should be retained* While strict adherence to this 
principle nay not always be practicable, still this right of common 
stockholders should not be ignored* Second, retained earnings nay 
represent allocations of resources, not in accordance with wants re- 
flected by narket forces, but on the basis of near-sighted decisions 
by boards of directors* Third, retained earnings nay not result in a 
proper distribution of capital funds among industries fluid among firms. 
Heavy reliance on retained earnings favors the old-established firm and 
industry in sharp contrast with the new* The latter, when small, ex- 
perience great difficulties in getting adequate oapital, have little 
or no access to the securities narket, and under the present tax struc- 
ture their growth from retained earnings becomes a slow and difficult 
process. 

An objective appraisal of the equity shortage argument leads 
to the inference that there seem to be two separate issues at stake. 
First, was the industrial expansion that took place too heavily financed 
by debt as against the traditional risk-bearing equity capital? And, 
second, does the postwar shortage of the new stock issues component of 
equity financing present a problem requiring remedy by changes in the 
present financial framework? 

The series on sources fluid uses of corporate funds seem to be 
very valuable in a study of equity financing since they make possible 
comparison of debt with equity sources of funds* But, it must be remem- 
bered, there exists no absolute criterion against which we can judge 
postwar proportions of debt to equity sources. While there do exist 
some arbitrary rules of thumb, those vary from one industry to another, 
and as between decades. Present criteria are at best subjective inter- 



pretations of previous experiences* 

Reviewing the historical relationship between equity and debt 

since 1921, Eli Shapiro remarked that 

this period shows a singular lack of uniformity and contains 
a succession of contrasting phases, none of which can be con- 
sidered 'normal* 1 Moreover, the entire period contains at 
least two marked secular drifts which are both pertinent to 
the issue at stake but which cannot be taken into numerical 
account in a microscopic study of 'all corporations*' These 
are: (a) a change in the nature of industry as a whole, with 
a relative growth in the public utility segment which tradi- 
tionally employs a heavier debt structure than the trade and 
manufacturing sectors, a^d (b) a growth in the institution- 
alization of individual saving* 

In the light of the problems raised above, even when an 
accurate series on corporate sources and uses of funds is pub- 
lished, there will of necessity be many limitations to be 
taken into account in interpreting the data *4 

It has been argued further that it was not that equity money 
was so dear over the postwar decade but that debt financing has been 
relatively cheap) and that the spread between stock and bond yields has 
widened primarily because of the decline in bond yields* This was es- 
pecially true of industrial stock yields since industrials were able 
to obtain equity funds through retained earnings* In the case of util- 
ities, price regulation has limited the propensity to retain earnings 
and has forced utility companies to tap the capital market more often. 

It remains a debatable question, however, whether the relatively 
higher stock yields that generally prevailed over the postwar period in- 
dicate an insufficiency of profits to supply adequate incentive to in- 

2 

vestors. To share with Professor Sumner Slichter his misgivings about 
the prospect of profits in American industry being sufficiently bright 


^li Shapiro, Conference on Research in Business Finance. (New 
forks National Bureau of Economic Research, 1952), p. 27* 


^ Corporate Profits . Hearings, 1948, 9P*. P» 46* 


on ‘the grounds that (a) corporations have had only indifferent success 
in raising money from the outside and their consequent reliance to an 
abnormal extent on plowing back profits; (b) that money raised from 
outside has cone mainly from the sale of bonds and notes; and (c) that 
money from outside has come in the e el" from institutional buyers 
rather than from individuals, seems to be an oversimplification of the 
issue. Comparative studies with preceding periods, such as the decade 
of the twenties, sure far from reliable on account of the basic trans- 
formations that have taken place in the American economy and its in- 
stitutions. 

It should be recognized that the financing decisions of cor- 
porations are determined not by factors Influencing management's deci- 
sions alone, but also by those factors which influence the decisions 
of suppliers of funds as well. 

The range of choice open to the management of a business with 
respect to the form of its financing is limited and circumscribed 
by the decisions of suppliers of funds. These decisions, in 
turn, appear to be based upon the characteristics of the business 
as they are seen by suppliers, and upon the generally accepted 
financial standards that are applied to the business by suppliers 
of funds • . • The economic characteristics and performance of 
the firm, including its size, age, profitability, position in the 
industry, stage of growth, assets, collateral security, seasonal 
and cyclical fluctuations, future prospects and the reputation 
and record of its management are all obviously taken into account 
in 'rating* its worthiness to receive funds on an equity and 
credit baais.3- 

It also remains debatable whether the marked rise in retained 
earnings ham been responsible for the fact that new security issues of 
common stock have eome to play a reduced role in financing total cor- 
porate capital expenditures. As early cub 1948, Professor Paton had the 
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following to say in reply to Senator O'Mahony who asked: "Is the eaor- 


genoe of the private placement . . , and financing out of accumulated 
capital, responsible for the dearth of risk capital, or is it the other 
way around? " 

I would say the other way around* In other words, the chap 
with money has become suspicious of the prospects of residual 
capital equities, and I think that that is literally true, and 
we do not need to speculate about it* The evidence is over- 
whelming and it has been true for some years, and even if you 
increase a trickle by 25 percent, it does not mean much • • • 

I am willing to say flatly that there has been only a trickle, 
hardly noticeable, of common stock money, new money going into 
business*^- 

Professor Pat on 1 s remarks seem to be fully justified when atten- 
tion is focused on risk or venture capital for new enterprises; and when 
the motives which prompted such remarks were known* The latter were 
forcefully expounded by Professor Paton himself in the following words: 

* * * It must be remembered that risk or venture capital 
is perhaps the most distinctive pillar of the private economy* 

If you don't have risk or cushion capital, if you don*t have com- 
mon stock, in other words, you don f t have any private economy* 
Private business can't be run exclusively on borrowed money* 

Senior securities are senior in name only unless supported by a 
substantial layer of stockholder funds. And the only alternative 
to private venture capital is money provided by taxing power of 
the government^ and when government funds take the place of the 
stockholder's equity that is simply a form of state socialism,^ 

The writer wishes to add that there is probably a second alter- 
native open to big business, and that is the retention of earnings and 
their maintenance at suitable levels through higher prices charged the 
consumers* Insofar as small business is concerned, however, where the 
foremost need always been venture capital whose main source has. 


^ Corporate Profits * Hearings, 1948, op. clt*. p. 47* 

^W.A, Paton, "The Use of Accounting Data in Economic Analysis," 
ftg ^ in +rff pnd Taxes . Bulletin 21, Bureau of Business Research, University 
of Kentucky, op* oit* . p* 82. 


heretofore, been the savings of individuals, the renarks seen to be 
literally true* The National Association of Manufacturers Statement 
remarked. 

In the years gone by, an important source of such capital 
was the savings of the successful person, who found pride and 
satisfaction - and who could take the risks in the hope of 
profits - from giving a financial lift to a budding enterprise* 

This source has been fairly well checked off by the extremes 
of tax rate progression, both as regards the capacity to save 
and the incentive to use such savings as are accumulated* To- 
day, the small entrepreneur has to look first to his own resour- 
ces, and then to bank financing.! 

Evidently the basic issue centers around the felt need for risk 
or venture capital for which debt financing cannot make up, since the 
latter is made feasible only when there is an adequate proportion of 
venture capital to serve as a buffer* The question may now be raised! 
To what extent is the dearth of risk capital argument valid? 


The Dearth of Venture Capital 

A marked feature of the venture oapital problem has been the 

controversy as to whether a shortage really exists* Those pleading 

shortage of venture capital have given an explanation for its dearth 

2 

which can be summarized as follows! 

The first most important reason is the "terrific toll of 
taxes •" Through the steeply graduated federal income and estate taxes, 
a heavy toll was exacted from the fortunes of people in the higher 
brackets from whoa normally savings for risk ventures have been largely 


^Statement of the National Association of Manufacturers, Hearings 
Joint Committee on the January, 1957, Economic Report, p. 475* 
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The arguments in complete fora can be found in The National 
r.ft-frr MoTflhl y Letter - Business and Economic Conditions . January, 

1950. 



drawn. It is noted that the total pool of net incomes above the 
$25,000 bracket increased from $ 8,636 million in 1928 to about $9,472 
million in 1948, or by 10 percent , while national income, over the 
same period, rose from $79 billion to $226 billion. More striking 
was the income left after taxes. Federal income taxes increased be- 
tween 1928 and 1948 more than four times, from $1,045 million to $4,660 
million, while net Income after tax declined from $7,590 million to 
$4,812 million, a drop of 36 percent. 

The second reason contributing to the dearth of risk capital 
is that less income is being asked to do more work on account of both 
rising taxes and living costs. As shown by the following table, while 
the number of persons reporting incomes in excess of $25,000 increased 
from 111,000 in 1928 to 174,000 in 1948, the average income <f such in- 
dividuals, after taxes, was cut from $68,000 to $28,000. 

TABLE 34 


FEDERAL INDIVIDUAL INCOME TAX RETURNS OVER $25,000 



1928 

1948 

Number of Returns 

111,232 

174,200 

Income Subject to Tax 

$8,635,588,000 

$9,472,300,000 

Federal Income Tax 

1,045,198,000 

4,660,300,000 

Net Income After Taxes 

7,590,390,000 

4,812,000,000 

Average Income After Tax 

per Return 

$ 68,239 

$ 27,623 

A’ drags Income Adjusted for 

Purchasing Power of the 

Dollar 

68,230 

19,787 


Source 1 National City Bank Monthly Letter . New York, January, 
1950, p. 5. 

With this squeese, the average wealthy taxpayer not only finds his margin 
for saving reduced but, if and when he tries to put his savings to work, 
he is faced with the rise in prices which require more current money to 



start a new business or to expand an old one# 

The third reason contributing to the dearth of risk capital 
could be summarized in one statement* *Heads you win. Tails I lose." 

If the average investor in the upper income brackets makes the right 
choice in selecting his investment media, the tax collector cuts down 
heavily on any tempting yield he receives whether it be in cash or in 
capital appreciation# If , on the other hand, the stock goes sour, the 
investor stands the loss himself except for a nominal deduction of $1,000 
permitted in computing the over-all tax. The natural outcome of this 
had been a poor market reception *or new stock issues, and a propensity 
on the part of corporations, especially the large and established ones, 
to finance their capital requirements either from borrowing or from re- 
investment of earnings# It remains a question, however, if retained 
earnings would provide the answer to the problem of finding the equity 
capital needed to a newly started business# Even in the case of es- 
tablished enterprises, the reliance on earnings for equity capital 
weighs the scales in favor of large going concerns# 

Other barriers to finding risk capital range all the way from 
uncertainty over the international situation and the fear of war, to 
doubts as to the soundness of the domestic situation# Increased compe- 
tition, minimum wage laws, strikes and other restrictive practices by 
labor, the growing monopoly power of labor unions, last but not 
least, the welfare state philosophy penetrating to government all help 
to discourage the flow of capital for risk enterprises# In the words 
of H.S# Vances 

• • • I do not know what it takes to make people buy industrial 
securities. But I am sure that a high rate of dividend alone 
will not do the job# It is my personal opinion that equity se- 



curitles are hard to sell because potential buyers lack con- 
fidence and are concerned about the future • 

Those who argue that a dearth of risk capital does not exist 
support their claim by producing evidence to the effect that there has 
been no shortage of savings, that corporations have raised a great deal 
of money in the postwar period, and that there is every prospect that 
corporations generally can finance their capital expenditures without 
depending on the equity market to any important extent* The conclusion 
can be inferred from such evidence that the only shortage must be for 
those aspiring to start a new business, or for declining firms nnabi« 
to attract investors* 

Some digging beneath these surface manifestations, however, re- 
veals that the true picture may be different, and that a more detailed 
and specific examination is needed on two grounds. The first is that 
the postwar level of capital expenditures is assumed to be adequate* 

All the indications show, however, that the potential needs for expen- 
ditures to maintain prosperity may require new equity capital much 
greater than indicated by the postwar volume of security issues or the 
level of corporate earnings* The second is that the over-a.ll figures 
used in analyzing the supply and demand for funds are misleading since 
they hide important differences among industries and among companies. 

Our previous conclusion that the over-all supply of investment funds 
for corporations over the postwar years has been adequate must now be 
qualified by saying that that was possible only because corporate pro- 
fits have continued their advance, because corporations have continued 
to plow bt" '* v <alf or more of their earnings after taxes, and because 


■Si.S. Vance, Corporate Profits . Hearings, 1948, op. clt* . p.248. 




corporate expenditures for new plant and equipment have been kept 
within the limits of available resources. The inherent risk lies in 
the fact that an over-all shortage of investment funds may develop 
the moment these assumptions turn out to be incorrect even by relatively 
small margins. 

Because we lack any precise way of determining these f motor s, 
no clear-cut conclusion can be reached on the corporations 1 ability to 
finance their future needs for capital expenditures. A qualified guess, 
however, seems to indicate that a real possibility of an over-all short- 
age of venture capital from whatever source, may develop should a down- 
turn in business aotivity take place in the future. There is no doubt 
also that the felt shortage of equity capital in the postwar decade has 
been intensified by the tremendous increase in the volume of invest- 
ments caused, not to a negligible degree, by inflation. 

The fact remains, too, that a shortage of venture capital has 
been experienced despite the over-ell balance in the flow of investment 
funds during the postwar years, by many individual companies, and es- 
pecially the small and medium-sized ones as well as those in expanding 
industries where less money was available from earnings and consequently 
more need for outside venture capital was felt. It goes without saying 
that an over-ell balance in the supply and demand of investment capital 
is not enough, and that an effective operation of the economy requires 
a smooth flow of capital into those places where it can be put to the 
most efficient use. As was noted previously, aggregate figures on cor- 
porate sources and uses of funds mask important differences among indus- 
tries in their ability to raise investment funds by plowing back earn- 
ings and by borrowing, and through the issue of common stock. Indus- 



tries differ also in the amount of capital required per worker or per 
unit of output* Finally, it is difficult to transfer any supplies of 
investment funds that may develop in one industry to other industries 
that need funds* 

In the midst of the heat of debate over the dearth of risk 
capital, arguments have appeared trying to correlate the level of cor- 
porate profits with venture capital* In one instance, the dearth of 
equity capital has been used as justification for higher profits* It 
has been argued that since funds are not readily available from out- 
side sources, the expanding capital requirements of industry must be 
met from retained earnings. This viewpoint, it is clear, confuses 
profit as an incentive to expand productive effort with the availability 
of funds for such expansion* The natural solution seems to be found in 
measures which encourage new investment in equity capital rather than 
in permitting excessive profits* 

When labor unions are heard from, we find that they have the 
following explanation to give for the dearth of equity capital from out- 
side sources* It is maintained that high profits act as a deterrent to 
industrial growth, especially when they can be obtained where the drive 
for improvement and efficiency is lacking. A low rate of profit, they 
argue, induces more initiative and drive for efficiency, compared with 
complacency engendered when business operations are run at an extremely 
profitable level* Furthermore, they argue that the scarcity of equity 
capital , rather than furnishing proof that profits are not too high, simply 
reflects a deliberate policy of corporations to limit their dividends in 
order to hold down the level of stock prices and because of the uncer- 
tainty as to the continuity of profits* Should stockholders receive 



dividends commensurate with earnings, prices of common stocks would be 
high enough to induce new investment* Here again, it is evident that 
this approach ignores the share of dividends removed by personal income 
tax and, at the same time, overlooks the relative cheapness and sim- 
plicity of reinvestment of earnings, for corporations wishing to ex- 
pand. A corrollary of the foregoing reasoning is that corporate pric- 
ing and wage policies should aim only at reasonable profits, under con- 
ditions of full employment; the opposite side of this coin is that it 
would be corporate responsibility to take the loss when business con- 
ditions declare* 

The core of the preceding discussion leads to the conclusion 
that a large increase in the flow of venture capital is clearly called 
for* There are, however, several factors which act as serious deter- 
rents to floating new common stock. Leaving aside the tax angle until 
the next section, we can say that the raising of venture capital in the 
market been, on the whole, a costly operation for most companies, 
especially the small and the medium-sized ones. "The cost of floating 
a stock issue of less than half a million dollars ran to 28 percent in 
the three years 1945-1947, as against the cost for issues of |20 million 
or more of only about 8 percent. 1,1 Furthermore, "adding the costs of 
flotation and the effects of new stock issues on the value of existing 
stockholders* holdings, the real cost of outside venture capital to 
the existing stockholders - the owners - of many companies may easily 
run to 20 percent or more." 2 Clearly the high cost of outside venture 

^William F. Butler and Robert P. Ulin, "Business Needs for Ven- 
ture Capital," Harvard Business Review . Vol. XXVII, No. 4, July, 1950, 
p. 63. 


capital is a measure of the shortage of such capital. 

Corporate Inc cane Tax and Risk Capital 

The inadequate flow of risk capital has been attributed, more 
than anything else, to the present tax structure. R.C, Osborn has argued 
M that progressive taxation of Incomes has dried up many of the funds 
that would otherwise be available for purchases of these types of se- 
curities and the present tax structure has also diverted some funds to 
a variety of other investments The implication of this statement is 
that taxes have reduced risk capital savings much more than they have 
reduced savings in general, thus magnifying the unfavorable impact of 
corporate income taxes on the flow of risk capital* When the same earn- 
ings are taxed twice, once when they sure earned and once when they are 
distributed, there is the inevitable result that the original profit 
margin must carry a tremendous burden of tax* This burden makes it 
difficult to justify equity investment, especially in a new and grow- 
ing business. 

The corporation income tax has constituted an important part 
of the federal revenue system since its enactment in 1913* The tax 
has contributed between one— sixth and one-half of total federal tax 
revenues over the past four decades ; and, in the postwar decade, it has 
been second only to the individual income tax in importance as a rev- 
enue source. As it stands today, the corporate income tax consists of 
a normal tax of 30 percent on the total amount of taxable income and 
a surtax of 22 percent on taxable income in excess of $25,000. Clearly 
such high rates may strike at the source as well as at the purpose of 


Vc. Osborn, Corporate P rofits t War & Postwar, 9V» p.62. 


corporate business, since they may veil act as impediments to capital 


formation* 

The relative emphasis to be placed on corporate income taxation 
in the federal revenue system has long been the subject of debate among 
students of taxation* 

It is argued by some that the sole basis for taxing corporations 
is the benefit derived from the privilege of doing business in 
the corporate form. Exponents of this view hold that the cor- 
porate tax should properly be regarded as a franchise tax which 
should be imposed at rates far more modest than those in effect 
in recent years* Others maintain that the position of corporate 
enterprise in the national economy requires a more intensive use 
of corporate income taxation, particularly with a view to reach- 
ing monopoly profits. Between these two extremes, a widely— held 
view is that, because incorporated business controls the use of 
a substantial portion of the economy's resources, corporate pro- 
fits are necessarily an important subject of income taxation* 
According to this view, corporate income tax policy should be 
based on broad economic objectives such as smoothing out fluc- 
tuations in the level of economic activity and improving income 
distributions in order to maintain a steady rate of economic 
growth. 1 

There is also disagreement with respect to the incidence of cor- 
porate income tax. There are some who hold that a substantial portion 
of the levy is shifted forward to consumers through price adjustments 
reflecting the tax, and the remaining burden is shifted backward to 
shareholders and productive services employed by corporations. In this 
respect, the corporate income tax is visualised as a sales tax and, as 
such, is criticised for its inequitable burden of distribution and for 
its adverse effects on competitive relationships* 

Opposed to this position is the view that corporate income tax 
is not shifted, at least in the short-run. The most profitable output 
of the corporation, it is argued, will remain the same in the short-run 


^The Federal Revenue System: Facta Je PrcblBM , (Washington, 
Joint Economic Committee Report, 1956) , p. 75* 



whether or not an income tax is imposed, although it is conceded that 
over the long-run the corporation income tax may be reflected in the 
price structure. But it is argued further that alternative methods of 
taxation, yielding the same revenue, are likely to have more adverse 
effects on income distribution and on economic growth and stability. 

Because of its revenue significance and because of its useful- 
ness as a counter-cyclical measure in fiscal policy owing to its sensi- 
tivity to changing economic conditions, there is little expectation of 
drastic changes in the present corporate income tax system over the 
foreseeable future. It is worth noting further that tax considerations 
are not often dominant in the form of financing sotght by corporate 
enterprise. More important limitations on equity financing than tax 
considerations, it is maintained, are the desire on the part of exist- 
ing stockholders to avoid diluting their interest in the enterprise, 
the character of the market for the supply of capital funds (dominated 
by institutional investors) , and the large proportion of capital funds 
required by corporations which are derived internally. 

The following table correlates developments in corporate finan- 
cing since the end of the War with changes in corporate tax rates. 

A close examination of Table 35 fails to offer convincing evi- 
dence with respect to the impact of corporate income taxation on finan- 
cial policy. During the three-year period, 1946-1943# both internal 
and equity financing declined percentagewise , while debt financing 
increased. In 1949, when the same tax rates were maintained, equity 
financing increased, while debt financing decreased. In 1950, when the 
corporate income tax rates were increased, internal financing increased 
substantially, debt financing was cut to almost one-half, while the 



TABLE 35 


CORPORATE PROFITS TAX RATES AND SOURCES OF FUNDS, 
PERCENTAGE DISTRIBUTION, 1946-54 


Tear 

Tax Rates 
Range 

Retained 

Profits 

"Depre- 

ciation" 

Stock 

Issues 

Bond 

Issues 

Total Net 
New Issues 

Total 

Internal 

1946 

21-38 

52.2 

30.4 

9.4 

8.0 

17.4 

82.6 

1947 

21-38 

54.3 

24.8 

6.7 

14.3 

21.0 

79.0 

1948 

21-38 

50.6 

25.3 

4.9 

19.2 

24.1 

75.9 

1949 

21-38 

58.8 

36.2 

8.2 

16.8 

25.0 

75.0 

1950 

23-57 

51.9 

32.6 

7.1 

8.4 

15.5 

84.5 

1951 

28—80 

37.2 

36.9 

11.1 

14.8 

25.8 

74.2 

1952 

30-82 

29.4 

39.6 

11.8 

19.2 

31.0 

69.0 

1953 

30-82 

31.0 

41.7 

8.9 

18.3 

27.2 

72.8 

1954 

30-52 

26.9 

48.1 

9.6 

15.4 

25.0 

75.0 


Source i The Federal Revenue System Facts and Problems . Joint 
Committee on the Economic Report, Washington, 1956, p. 78* 

proportion of equity financing decreased slightly* Despite the increased 
weight of income and excess profits taxation in 1951, external financing 
through stocks and bonds increased substantially. The year 1952 witnes- 
sed continued heavy reliance on external sources, especially debt* A 
shift to internal sources of funds in 1953 and 1954 is also to be noted. 

The enactment of the 1954 Internal Revenue Code seems also to 

have had little material impact on increasing equity issues} and two 

basic propositions have been offered for revision of the tax treatment 

of dividends with a view to promoting the sale of equity securities* 

The first of these is based on the concept of the public corpora- 
tion as a separate economic entity, in contrast with the notion 
of the corporation as merely an agency for its stockholders* 

Under this concept, the form of the contract by which the corpor- 
ation acquires financial resources externally is not relevant in 
determining the tax treatment of payments made for these resources* 
Since the tax law permits deductions for virtually all resource 
payments, deductions should also be allowed for such payments which 
take the form of dividend distributions • • • The second basic al- 
ternative is modeled after the treatment of dividends in the Uni- 
ted Kingdom* Under this approach, the corporate tax, or a portion 
thereof, would be regarded as withholding of the shareholder* s 









individual income tax liability on his share of the corporate 
earnings, 

Proponents of the first proposal urge that allowing a deduction 
for dividends paid would eliminate a bias against the acquisition of 
external financial resources through sale of stocks* Moreover, it 
would force more liberal distribution policies • • • and hence increase 
the dependence of corporate enterprises on equity funds for financing 
growth and new ventures* On the other hand, the proposal has been 
criticized on the ground that it represents an undue interference by 
the tax system in the financial policies of corporations. If, as sug- 
gested, dividend deductions were allowed, the levy becomes payable only 
on retained earnings and this will impose heavy pressure on management 
to distribute earnings without due reference to the corporations 1 finan- 
cial requirements. It would also heavily burden relatively small and 
D 9 f companies whose dependence on retained earnings is usually great* 

Proponents of the second alternative urge that it would sub- 
stantially eliminate the tax bias against equity financing by elimin- 
ating the double taxation feature. But it is argued, on the other hand, 
that this approach, besides being unduly complicated, is only remotely 
related to the discrimination at the corporate level against equity 
financing* 

The conclusion reached by the Division of Research, Graduate 
School of Business Administration, Harvard University, on the effects 
of taxation on investments by individuals remains as valid today as when 
it was published in 1953* 

i op* cit*. PP* 



79-80. 


. . . the following is the best one-paragraph distillation of 
our findings that we can gives the tax structure, as of 1949, 
cut substantially into the investment capacity of the upper 
incone and wealthy classes - the strategic source of venture 
capital for investment in business - and, on balance, it also 
decreased the willingness of these investors in the aggregate 
to make equity type investments* 

The evidence indicates that the accumulation of investable 
funds by the upper income classes has been consistently large 
during postwar years, despite the existing tax structure, and 
the individuals with large incomes and substantial wealth con- 
tinue as a group to hold and invest a large proportion of their 
funds in equity-type investments* 

The implications in the above statement are that, while heavy 
income taxes have cut into the investment capacity of individuals in 
the higher income brackets, they have not greatly reduced the flow of 
investable funds. Such individuals are still willing to invest a large 
proportion of their accumulated funds in common stocks. It is evident, 
however, that there are many who would prefer to avoid the risks in- 
volved and invest a substantial part of their funds in tax-free muni- 
cipal obligations* 


The Future of Equity Financing 

There seem to be two principal yardsticks in the light of which 
we ca n appraise the future prospects of equity financing. First comes 
the anticipated total capital requirements of corporations, and, second, 
the relative proportion of such requirements that should (and must) be 

covered through equity-financing* 

Judging from the postwar pattern of the sources of new capital; 
we oan say that the larger part of the new capital required is likely to 
come from internal sources* As higher cost fixed assets acquired since 
the war grow in importance, depreciation and depletion allowances are 


^ Effects of ration - Investme nts by Individuals, 1953*p. 50. 



certain to increase steadily. Retained earnings also are likely to 
remain a basic source of funds. 

Market indifference to equity investments in the form of com- 
mon stock flotations is likely to continue under the impact of heavy 
income taxes which tend to reduce the possible return to common stock- 
holders. The even more powerful effect of the tax situation is that 
it makes borrowing more attractive to those who control corporations 
and whose job is to try and meet the financial needs of their companies 
at minimum cost. While it is axiomatic that borrowing carries with it 
inherent risks when income fluctuates in the face of fixed interest 
charges and of obligatory retirement of debt on specific dates , it 
remains also true that in periods of high production, high prices and 
relatively low interest rates, the financial risk will appear less im- 
portant. There seems to be no doubt that managements of corporations 
are aware of the temptation to seek borrowed oapital in lieu of common 
stock investment, and there seems to be ground for the inference that 
shortage of equity capital is not entirely a matter of preference on 
the part of investors. 

One of the widely-offered suggestions is that corporations 
should pay out a large proportion of their profits in dividends. This 
attitude finds justification in 19th century free enterprise practice 
of distributing substantially all profits in the fora of dividends. 

As the corporate structure grew in complexity, there arose the prac- 
tice of retaining a part of the earnings in the business. Also, senior 
securities were issued with indentures limiting the psyment of dividends, 
and indebtedness was retired out of earnings. Finally government policy 
was geared to safeguard senior investments} and profits and dividends 



began taking divergent eouraes. 

A a the separation of ownership from management developed, divi- 
dends cane to be looked upon as a regular souroe of income with the 
same certainty as wages and interest. This found expression in women 
stockholders, retired men, and educational and philanthropic institu- 
tions. 

But the development of high income tax rates had their dis- 
turbing influence on dividend payments. Closely-held corporations 
started to lean heavily on reinvestment of earnings in business, es- 
pecially as stress was laid on income converted into cash rather than 
accrued) and when the tax authorities evolved legislation to plug the 
loopholes, a switch took place substituting for policies based upon 
sound business judgment others controlled by tax considerations. In 
this respect the situation has remained rather fluid, with stockholders 
thrown back by management into the position of residual risk capitalists. 
One distinguishable feature remains, however, and that is the tendency 
to preserve certainty and stability in dividend distributions and to 
resort to increased dividends only if the future offers more than a 
fair prospect of their maintenance. Furthermore, as earnings are 
ploughed back in business, they tend to strengthen the position of senior 
security holders and to induce them to resist additional dividend dis- 
tributions, In this respect also, if the tendency becomes solidified 
in practice, the shift of the stockholder from an owner to a claimant 
on income becomes more pronounced. 

Closely related to the above has been the increasing flow of 
personal savings, especially of people in the lower income brackets 
into mutual funds and saving institutions; and the letter's heavy in- 



vestment in debt. Writing in 1950, Homer Jones stated that common stock 

holdings amount only to seven-tenths of one percent of the total asset 

holdings of life insurance companies; ^ and he gave three reasons to 

explain this insignificant role of equities. He said: 

Public opinion has considered equities inappropriate assets. 
Insurance company management have not anticipated good ex- 
perience from holding such assets. The laws of most states 
have prohibited or severely restricted such holdings. All 
three of these factors ... are based upon a belief that 
extensive investment in equities would involve large and 
improper risks 

There seems to be almost unanimous opinion that some changes 
in public policy, particularly in the field of taxation, are needed to 
correct the situation. With savings currently taking the form of debt 
to an excessive limit, tax reform may increase the willingness of in- 
dividuals to invest in equities and so also the willingness of business 
to finance itself with equity rather than with debt money. It seems 
unlikely, however, that much could be done to insure an adequate flow 
of personal savings directly into equities. The common stockholder has 
suffered from an increase in personal income tax rates as well as from 
the loss in the purchasing power of the dollar over the postwar decade. 
As a result, he has come to look upon investment in corporate stock 
with little favor. This was particularly true during the first half of 
the postwar decade. In a survey of consumer finances conducted by the 
Federal Reserve Board in 1949, ^ it was shown that only 8 percent of all 
families with income of more than $ 3 ,000 a year considered common stock 

^Horner Jones, "Investment in Equities by Life Insurance Compan- 
ies, 1 ' Journal of Finance. Vol. II, No. 2, June, 1950, p. 179. 
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^Federal Reserve Bulletin . Vol. 35, No. 10, October, 1949. 


an attractive form of investment; and that only about 6 million people 
owned corporate stocks then. Writing in 1950, Butler and Ulin added 
that "since the war only about 12 percent of total personal savings 
have gone into business investment in any form. This is a far ory 
from the 1920's when ... half of people's savings were invested in 
business . 

The only alternative remaining seems to be the flow of personal 
savings into savings institutions; and it is to the latter that we 
must look to provide an adequate source of equity funds for capital 
formation. But this too would require a change in legislation regula- 
ting institutional investments; and this seems to hold little immediate 
promise at present. 

Most pronounced in our study of postwar corporate capital for- 
mation and risk capital has been the urgent need for improved methods 
of channeling savings into business. Unless the trend of the past 
eleven years is radically changed, corporations may not be able to 
raise the venture capital they need. This conclusion is of crucial im- 
portance to the future of free enterprise in the United States. 

Beginning with the depression of the thirties and until the 
Second World War, profit as a residual share in income distribution has 
been treated by some sls a tjy— product in the application of policies de- 
voted to the attainment of stability in the economy and the maintenance 
of full employment. The desire to increase the propensity to consume 
has created prejudice against profits concentrated in the higher income 

•Sf.F. Butler and R.P. Ulin, "Business Needs for Venture Capital, 
on. cit„. p. 63. 


groups and a tendency to argue that if the amount of risk capital forth- 
coming were insufficient, it could be furnished by government. 

It goes without saying that industrial advance over the years 
has required, in a free enterprise system, the initiative of those 
seeking profits. The Federal Government seems to have been cognisant 
of that and has frequently encouraged private business enterprise. 

There were times, however (the postwar years for example), when criti- 
cisms of the size of corporate profits have appeared to receive the 
greater emphasis; and corporate profits became the target of a tax 
squeeze with considerable redistribution of income taking place. The 
latter has had an important influence on the availability of risk capi- 
tal, because investors turned to seeking security of principal there- 
fore investing in senior securities, mortgages and annuities. It is 
safe to say that high tax rates have dried up a considerable portion 
of funds previously going into new ventures; and that for persons in 
the higher income brackets, the return on common stock must be very 
high in order to compete successfully with the comparatively riskless 
and tax-free municipals. If this observation holds, then tax rates would 
have limited both the ability and the willingness to invest in new equity 
capital, though not causing a general scarcity of total capital. 

Viewed in retrospect, equity capital and retained earnings have 
been two traditional sources of funds for capital expansion in the past. 
Reinvestment of earnings has been the major source of risk capital; and 
it is very likely that it will continue as a major source of financing 
with the need for it setting forth the justification for substantial 
corporate profits. With a good part of the postwar expansion financed 
through bonded debt, and the flow of risk capital into industry res- 



trained by the double taxation of dividends and steep progressive in- 
come taxes, the unavoidable conclusion emerges that the voluntary flow 
of private risk capital for future industrial expansion may not be 
forthcoming unless profit prospects are regarded as attractive and 
unless the tax treatment and the whole business environment become more 
favorable to investors. To permit financial institutions to acquire 
common stocks in large proportions may partially help to solve the 
risk capital shortage problem of well-established large firms , but it 
hardly serves the purpose of providing risk capital for new businesses. 
Consequently, the quantity of new equity capital is likely to remain 
limited) and reinvestment of corporate profits is likely to remain a 
primary factor in the expansion of established firms. 

The writer shares the view, however, that corporate profits 
have in the postwar years furnished a considerable part of the expan- 
sion capital and have provided adequate incentive for growth. With 
the Federal Government committed to policies aimed at full employment 
and eliminating depressions, the size of satisfactory profits will 
have to depend upon the degree of stability actually attained, but as 
R.C. Osborn has remarked, 

until the various programs have been tested in a period of 
declining production and employment ... the degree to 
which risks have been reduced cannot be ascertained, and 
corporations are likely to curtail investment unless they 
can anticipate a customary level of profits 


78 . 


^.C. Osborn, Corporate Profits: W ar and Postwar, op, gift,, p* 


APPENDIX I 


CORPORATE PROFITS - RECONCILIATION OF DEPARTMENT OF COMMERCE ESTIMATES KITH Ii 

(Millions of Dollars) 



1946 

1947 

1941 

Congtiled Nat Profits - IRS 

25,399 

31,615 

34,61 

Plust Depletion IRS 

799 

1,210 

i#t: 

Plust Net Capital Loss IRS 

m 

am 

m 

Plust Net Loss, Sales of Properly other than Capital Assets IRS 

240 

325 

21 

Least Net Capital Gains IRS 

1,211 

925 

ft 

Less t Net Gain, Sale of Property other than Capital Assets IRS 

298 

323 

51 

Lesst Domestic Dividends Received IRS 

1,713 

1,882 

2,11 

Lesst Foreign Dividends Seoeived IRS 

254 

341 

SI 

Plust Rest of the World Adjustment, Comneroe 

122 

198 

2 : 

Plust Profits disolosed by Audit, Coaneroe 

243 

410 

5( 

Least Profits of Mutual Life Insuranoe Companies, IRS 

1,229 

1,309 

1 , 4 : 

Lesst Profit of Mutual Non-Life Insuranoe Companies, IRS 

19 

21 

« 

4 

Lesst Foreign Inooae Tex on Branch Profits, Comneroe 

83 

129 

11 

Plust State Income Taxes, Comneroe 

462 

604 

6* i 

Plust Profits of Federal Reserve Banks, F,R.3. 

93 

93 

2 ! 

Least Gross Renegotiations Refunds, IRS 

- 

m 

• 

Lesst Emergency Amortization Aooeleration, Comneroe 

m 

m 

as 

Profits befors Taxes, Department of Commeroe 

22,551 

29,525 

52,71 

Lesst Fsderal Inooae Taxes, IRS 

8,875 

10,982 

11,92 

Lesst State Inooae Taxes, Come roe 

462 

604 

61 

Lesst Tsxss Resulting from Audits, Come roe 

65 

126 

11 

Plust Tax Refunds Resulting from Renegotiation, IRS 

- 

me 

m 

Plust Tax Refunds Resulting from Emergency Amortizations, Commeroe 

m 

m 

- 

Least Inooae Taxes Fsderal Reserve Banks, F*R»B« 

m 

76 

1< 

Plust Texes Paid by Mutual Life Insuranoe Companies, IRS 

m 

m 

- 

Plust Taxes Paid by Mutual Non-Life Insuranoe Companies, IRS 

9 

10 

] 

Plust Foreign Inooae Tax on Dividend Income, Commeroe 

79 

101 

1] 

Plust Foreign Inooae Tex on Branch Profits, Commeroe 

83 

129 

1< 

Plust Carry Back Tax Refund, Comneroe 

120 

264 

12 

Profits After Taxes, Department of Comneroe 

15,440 

18,242 

20,21 


Sour oat 1946-1951, Supplement to Survey of Currant Bus inass , 1954, Department of C 
Currant Business, July, 1956, p, 23) 1964, Surrey of Currant Business, July, 1967, p« 25* 



APPENDIX I 


LIATION of department of commerce estimates with internal revenue service tabulations 

(Millions of Dollars) 



1946 

1947 

1948 

1949 

1960 

1951 

1952 

1963 

1954 


26#399 

31,616 34,588 28,387 

42,831 

43,800 

38,736 

39,751 

36,721 


799 

1,210 

1,711 

1,476 

1,709 

2,079 

2,126 

2,302 

2,359 


re 

re 

re 

re 

re 

re 

• 

re 

re 

sr than Capital Assets IRS 

240 

325 

239 

227 

223 

284 

329 

484 

281 


1#211 

925 

849 

723 

1,129 

1,423 

1,379 

1,265 

2,001 

r than Capital Assets IRS 

298 

323 

364 

389 

539 

467 

486 

581 

723 


1#713 

1,882 

2,194 

2,162 

2,480 

2,377 

2,350 

2,389 

2,532 


254 

341 

382 

452 

644 

630 

548 

576 

613 

oonaroe 

122 

198 

213 

231 

376 

381 

258 

251 

898 

aeroe 

243 

410 

602 

487 

556 

600 

700 

750 

1,360 

• Companies # IRS 

1#229 

1,309 

1,411 

1,561 

1,654 

1,862 

2,075 

2,289 

2,471 

anoe Companies, IRS 

19 

21 

24 

52 

38 

44 

89 

9U 

88 

of its# Costae roe 

83 

129 

162 

145 

226 

345 

367 

404 

423 


462 

604 

670 

606 

770 

878 

821 

804 

766 

S, 

93 

93 

232 

239 

196 

299 

351 

400 

329 

EtS 

. 

re 

es 

• 

re 

- 

100 

100 

100 

tion# Commerce 

re 

- 

• 

re 

- 

- 

re 

“ 

“ 

seroe 

22 ,651 

29,525 32,769 

26,198 

39,970 

41,173 

36,936 

37,039 

33,452 


8,875 

10.982 11,920 

9,817 

17,317 

22,082 

19,148 

19,869 

16,861 


462 

604 

670 

606 

770 

878 

821 

804 

766 

saeroe 

65 

126 

170 

161 

207 

308 

420 

389 

703 

gotiation, IRS 

re 

- 

re 

re 

- 

re 

re 



jenoy Amortizations# Commeroe 

m 

re 

• 

• 

— 

re 

* 

re 


ides# 

m 

75 

167 

193 

197 

256 

292 

343 

276 

no* Companies# IRS 

re 

. 

- 

34 

69 

100 

115 

127 

142 

is ur anoe Companies# IRS 

9 

10 

12 

13 

16 

28 

51 

39 

37 

[noons# Conneroe 

79 

101 

116 

125 

241 

274 

230 

271 

302 

>f its # CosBieroe 

83 

129 

162 

145 

226 

346 

367 

404 

423 


120 

264 

127 

48 

120 

300 

100 

200 

220 

iroe 

13 #440 

18,242 20,259 

15,787 

22,141 

18,697 

16,148 

16,755 

16,023 


I Surrey of Currtst Business, 1964) Dtptrtssst of CosnsrMt pp* 214*216 j 1952«»1963, Surrey of 
$4* Surrey of Current Business , July# 1957# p* 25# 



APPEND II II 


NATIONAL INCOUE BY DISTRIBUTIVE SHARES 
(Millions of Dollars) 


Year 

National 

Inooao 

Coupons ation 
of Employees 

Corporate Profits 

A Inventory Valua- 
tion Adjustment 

Corporate 

Profits 

B.T. 

Corporate 
Profit Tax 
Liability 

Corpo 

Prof 

A.T 

1929 

87,814 

61,086 

10,100 

9,628 


8, 

1939 

72,753 

48,108 

6,689 



4, 

1946 

179,677 

117,697 

17,288 

22,561 

9,111 

13, 

1947 

197,168 

128,767 

23,626 

29,525 

11,283 

18, 

1948 

221,641 

140,927 

30,619 

32,769 

12,610 

20, 

1949 

216,193 

140,858 

28,141 

26,198 

10,411 

16, 

1960 

239,956 

164,325 

35,106 

59,970 

17,829 

22, 

1951 

277,041 

180,420 

39,913 

41,178 

22,476 

18, 

1952 

290,177 

196,095 

36,903 

36,936 

19,788 

16, 

1953 

302,129 

208,069 

56,042 

37,039 

20,504 

16, 

1954 

298,965 

206,849 

35,134 

53,462 

17,429 

16,i 

1965 

324,068 

226,072 

40,724 

42,473 

21,520 

20,! 

1956 

343,620 

241,372 

40,449 

43,008 

21,969 

21,i 


Souroot Surrey of Current Business, July, 1967, pp, 8 and 9, 




APPENDIX II 


NATIONAL INCOME BY DISTRIBUTIVE SHARES 
(Million* of Dollar*) 


>orate Profit* 
rrentory Valua- 
i Adjustment 

Corporate 

Profit* 

B.T. 

Corporate 
Profit Tax 
Liability 

Corporate 

Profits 

A,T« 

Dividend* 

Undistributed 

Profit* 

Inventory 

Valuation 

Adjustment 

10,100 

9,628 

1,369 

8,259 

6,813 

2,446 

472 

6,689 

6,405 

1,441 

4,962 

5,788 

1,174 

- 714 

17,288 

22,551 

9,111 

13,440 

5,784 

7,666 

•5,265 

28,626 

29,525 

11,283 

18,242 

6,621 

11,721 

•5,899 

50,619 

52,769 

12,510 

20,259 

7,248 

13,011 

-2,150 

28,141 

26,198 

10,411 

15,787 

7,468 

8,529 

1,945 

85,106 

59,970 

17,829 

22,141 

9,207 

12,954 

-4,864 

59,918 

41,175 

22,476 

18,697 

9,090 

9,607 

-1,260 

56,903 

36,936 

19,788 

16,148 

9,000 

7,148 

967 

56,042 

57,059 

20,304 

16,735 

9,310 

7,425 

- 997 

55,134 

33,462 

17,429 

16,023 

9,874 

6,149 

- 318 

40,724 

42,473 

21,520 

20,963 

11,048 

9,906 

-1,749 

40,449 

43,008 

21,969 

21,049 

11,874 

9,176 

-2,659 



APPENDIX III 


CORPORATE INCOME BEFORE FEDERAL AED STATE IICOIIE AID EXCESS PROFITS U 

(Million* of Dollar*) 




APPENDIX III 


FOBS FEDERAL AND STATE INCOME ASP EXCESS PROFITS TAXES, BY I HDDS TRY, 1946-1956 

(Million* of Dollar*) 


946 

1947 

1948 

1949 

1960 

1951 

1952 

1953 

1964 

1956 

1966 

2,661 

29,625 

52,769 

26,198 

39,970 

41,175 

56,956 

57,059 

55,462 

42,475 

43,008 

166 

146 

158 

99 

157 

95 

58 

54 

41 

30 

26 

466 

956 

1,450 

926 

1,574 

1,418 

1,249 

1,226 

916 

1,225 

1,519 

211 

877 

566 

614 

641 

653 

669 

488 

481 

484 

513 

1,402 

16,629 

18,102 

14,140 

23,280 

24,612 

19,968 

21,218 

18,418 

24,788 

24,611 

5,650 

6,082 

6,768 

3,855 

6,276 

6,446 

4,582 

3,876 

8,681 

4,650 

4,589 

1,660 

1,695 

2,224 

2,574 

2,662 

2,800 

5,282 

5,664 

3,669 

5,953 

4,057 

526 

1,156 

1,649 

1,101 

1,996 

1,961 

1,827 

1,686 

906 

1,511 

1,231 

1,607 

1,555 

1,486 

1,674 

2,189 

2,655 

2,966 

5,264 

5,486 

5,979 

4,512 

727 

648 

670 

606 

496 

658 

644 

618 

555 

615 

609 

426 

689 

856 

832 

1,000 

1,216 

1,121 

1,126 

1,418 

1,668 

1,761 




APPENDIX 17 


FEDERAL AND STATE CORPORATE IICGUE AND EXCESS PROFITS TAX LIABILI 

(Million* of Dollars) 



1946 

1947 

1948 

1949 

1950 

1961 

19 

All Industrie* Total 

9,111 

11,283 

12,610 

10,411 

17,829 

22,476 

19 

Agriculture, Forestry and Fisheries 

62 

67 

69 

59 

89 

84 


Mining 

117 

269 

399 

262 

413 

498 


Construction 

86 

141 

221 

212 

254 

304 


Manufacturing 

4,744 

6,474 

7,066 

6,729 

10,905 

14,252 

11 

Wholesale and Retell Trade 

2,121 

2,502 

2,244 

1,592 

2,698 

2,882 

2 

Finance, Insuranoe, and Real Estate 

748 

715 

988 

1,178 

1,391 

1,702 

1 

Transportation 

347 

526 

686 

478 

896 

1,067 

1 

Comunioations and Publio Utilities 

594 

531 

589 

681 

945 

1,367 

1 

Services 

297 

258 

248 

230 

238 

350 



Rest of the World 


Sour oo i Department of Comoro* , Supplement to Current Business, Hatlonal Inooae , 
pent Business, July, 1967, p, 17, 


APPENDIX IV 


HE CORPORATE INCOME AND EXCESS PROFITS TAX LIABILITY, BY INDUSTRY, 1946-1956 

(Millions of Dollars) 


L 946 

1947 

1948 

1949 

1950 

1961 

1962 

1955 

1954 

1956 

1956 

9,111 

11,285 

12,510 

10,411 

17,829 

22,476 

19,768 

20,504 

17,429 

21,620 

21,959 

62 

67 

69 

69 

89 

84 

63 

61 

49 

44 

45 

117 

269 

399 

262 

413 

498 

442 

428 

287 

411 

457 

86 

141 

221 

21 2 

254 

304 

326 

279 

277 

278 

301 

4,744 

6,474 

7,066 

6,729 

10,905 

14,252 

11,687 

12,326 

9,774 

12,928 

15,095 

2,121 

2,302 

2,244 

1,692 

2,698 

2,682 

2,583 

2,118 

1,982 

2,445 

2,524 

745 

715 

988 

1,178 

1,391 

1,702 

1,960 

2,118 

2,316 

2,226 

2,215 

547 

526 

686 

478 

896 

1,057 

1,020 

926 

688 

789 

745 

594 

531 

589 

681 

945 

1,367 

1,576 

1,748 

1,826 

2,039 

2,232 

297 

258 

248 

230 

238 

350 

333 

512 

530 

360 

367 




APPBHDH 7 


CORPORATE UCCME AFTER FEDERAL ADD STATE IHCCME AID EXCESS PROFITS T 

(Million# of Dollar#) 


1946 1947 1948 1949 1960 1961 19 


All Indue tries Total 15*440 
Agrioulture* Forestry and Fisheries 75 
Mining 521 
Construction 125 
Manufacturing 6*668 
Wholesale and Retail Trade 5*429 
Finance* Insurance* and Real Estate 887 
Transportation 179 
Comunio ationa and Public Utilities 915 
Berries# 450 
Rest of the World 426 


18*242 

20*269 

15,787 

22*141 

18*697 

16 

78 

69 

40 

68 

11 


684 

1*051 

6 75 

961 

920 


256 

545 

502 

287 

229 


10,066 

11*056 

8*411 

12*576 

10*260 

8 

5*780 

5*524 

2*241 

5*678 

2*664 

1 

878 

1*256 

1*596 

1,271 

1*098 

1 

650 

965 

625 

1*100 

904 


822 

897 

995 

1*244 

1*268 

1 

590 

522 

276 

267 

228 


689 

856 

832 

1*000 

1*215 

1 


Souroet Department of Conner ce* Supplement to Current Business* Rational Income* 
Business* July* 1957* p* 17* 



APPENDIX V 


P TBP FEDERAL AND STATE INCOME AND EXCESS PROFITS TAXES, BT INDUSTRY, 1946-1956 

(Millions of Dollar*) 


L946 1947 1948 1949 1960 1951 1952 1953 1964 1956 1966 


L3,440 

18,242 

20,269 

15,787 

22,141 

18,697 

73 

78 

69 

40 

68 

11 

S21 

684 

1,031 

673 

961 

920 

125 

236 

346 

302 

287 

229 

6,668 

10,056 

11,036 

8,411 

12,376 

10,260 

3,429 

3,780 

3,524 

2,241 

3,678 

2,664 

887 

878 

1,236 

1,396 

1,271 

1,098 

179 

630 

963 

625 

1,100 

904 

913 

822 

897 

993 

1,244 

1,268 

430 

390 

322 

276 

267 

228 

425 

689 

836 

832 

1,000 

1,215 


16,148 

16,736 

16,023 

20,953 

21,049 

-26 

-17 

-8 

-14 

-19 

807 

798 

628 

814 

882 

244 

209 

204 

206 

212 

8,271 

8,893 

8,644 

11,860 

11,618 

1,999 

1,757 

1,599 

2,085 

2,065 

1,322 

1,536 

1,343 

1,727 

1,822 

807 

711 

317 

522 

486 

1,391 

1,516 

1,660 

1,940 

2,080 

211 

206 

223 

256 

242 

1,121 

1,126 

1,413 

1,558 

1,761 


. Supplement to Current Business, National Inocme, 1954 Edition, pp* 188-189 i Surrey o f Currant 


APPENDIX 71 


he; corporate dividend payments, by IHDUS TRY, 194 

(Mil Ilona of Dollar*) 



1946 

1947 

1948 

1949 

1950 

1951 

195! 

All Industrie a Total 

6,784 

6,621 

7,248 

7,458 

9,207 

9,090 


Agriculture, Forestry and Fisheries 

28 

52 

54 

53 

60 

70 


iHn<ng 

177 

260 

361 

538 

465 

60S 

1 

i 

Construction 

50 

56 

66 

62 

68 

61 


Manufacturing 

2,866 

5,414 

3,736 

5,939 

4,856 

4,581 

4,1 

Wholesale and Retail Trade 

816 

867 

949 

855 

1,002 

946 

l 

Finanoe, Insurance, and Real Estate 

651 

670 

645 

666 

825 

815 


Transportation 

285 

246 

312 

271 

366 

393 

< 

% 

Coanunioations and Publio Utilities 

687 

714 

741 

851 

1,082 

1,161 

i«: 

Serrioes 

145 

141 

142 

150 

137 

162 


Rest of the World 

129 

221 

264 

506 

426 

418 

; 




APPEND XI VI 


NET CORPORATE DIVIDEND PAYMENTS, BY INDUSTRY, 1946-1966 
(Millions of Dollars) 


1946 

1947 

1948 

1949 

1960 

1951 

1962 

1955 

1954 

1956 

1966 

5,784 

6,521 

7,248 

7,458 

9,207 

9,090 

9,000 

9,310 

9,874 

11,048 

11,874 

28 

52 

54 

53 

60 

70 

49 

43 

43 

51 

51 

177 

260 

361 

358 

455 

503 

522 

548 

677 

887 

954 

SO 

36 

56 

62 

68 

61 

66 

59 

58 

56 

49 

2,856 

5,414 

3,756 

3,939 

4,836 

4,581 

4,531 

4,776 

4,802 

5,487 

5,861 

816 

867 

949 

853 

1,002 

946 

883 

811 

778 

810 

868 

651 

570 

643 

656 

825 

816 

835 

894 

1,024 

1,090 

1,172 

285 

246 

312 

271 

366 

393 

378 

422 

412 

465 

477 

687 

714 

741 

851 

1,052 

1,151 

1,280 

1,320 

1,489 

1,600 

1,766 

145 

141 

142 

150 

137 

162 

154 

126 

129 

138 

130 

129 

221 

264 

306 

426 

418 

302 

311 

462 

476 

557 





APH3HDIX YII 


UNDISTRIBUTED CORPORATE INCOME, BY INDUS IF 
(Millions of Dollars) 



1946 

1947 

1948 

1949 

1960 

1961 

19C 

All Industries Total 

7,666 

11,721 

13,011 

8,529 

12,954 

9,607 

7, 

Agriculture, Forestry and Fisheries 

46 

26 

16 

-13 

8 

-59 


Mining 

144 

424 

670 

335 

506 

417 


Construction 

96 

200 

289 

240 

219 

166 


Manufacturing 

3,802 

6,641 

7,500 

4,472 

7,659 

5,679 

3, 

Wholesale and Retail Trade 

2,615 

2,915 

2,575 

1,388 

2,576 

1,618 

It 

Finance, Insurance, and Real Estate 

256 

508 

593 

740 

446 

285 


Transportation 

-106 

384 

661 

552 

734 

611 


Communications and Puiblio Utilities 

226 

108 

156 

162 

212 

117 


Senrloea 

285 

249 

180 

126 

120 

76 


Rest of the World 

296 

466 

582 

527 

574 

797 



Sourest Department of Commerce, Supplement to Surrey of Current Business , Nations 
of Current Business, July, 1957, p* 18* 


APPENDIX VII 


UNDISTRIBUTED CORPORATE INCOME, BY INDUSTRY 
(Millions of Dollars) 


1946 

1947 

1948 

1949 

1950 

1951 

1952 

1953 

1954 

1966 

1956 

7,666 

11,721 

13,011 

8,329 

12,934 

9,607 

7,146 

7,426 

6,149 

9,906 

9,175 

46 

26 

15 

•13 

8 

-59 

-74 

-60 

-61 

—66 

-70 

144 

424 

670 

335 

506 

417 

285 

250 

-49 

-73 

-72 

95 

200 

289 

240 

219 

168 

178 

150 

146 

151 

163 

3,802 

6,641 

7,300 

4,472 

7,539 

5,679 

3,740 

4,117 

3,842 

6,373 

5,667 

2,613 

2,913 

2,575 

1,388 

2,576 

1,618 

1,116 

946 

821 

1,276 

1,197 

266 

308 

593 

740 

446 

283 

487 

642 

319 

637 

660 

-106 

384 

651 

352 

734 

511 

429 

289 

-95 

67 

9 

226 

108 

156 

162 

212 

117 

111 

196 

171 

340 

315 

285 

249 

180 

126 

120 

76 

57 

80 

94 

117 

112 

296 

468 

582 

527 

574 

797 

819 

815 

951 

1,083 

1,204 


APPEND II VIII 


INVENTORY VALUATION ADJUSTMENT, BY INDUSTRY - CORI 

(Millions of Dollars) 



1946 

1947 

1948 

1949 

1950 

1951 195 

All Industries Total 

•5,265 

-5,899 

-2,150 

1,943 

-4,864 

-1,260 

Mining 

-75 

-70 

-61 

51 

-49 

-9 

Construction 

-39 

-109 

-42 

24 

-72 

-12 

Manufacturing 

-3,041 

-3,737 

-1,440 

1,194 

-3,082 

-662 

Wholesale and Retail Trade 

-1,881 

-1,628 

-866 

667 

-1,460 

-470 

Transportation 

-144 

-213 

-151 

69 

-100 

-78 

Conmunioations and Publio Utilities 

-83 

-142 

-90 

68 

-111 

-29 


Sour 06 1 Department of Comae roe. Supplement to Survey of Currant Business, Nations 
of Current Business, July, 1957, p. 18. 


APPENDIX VIII 


INVENTOR! VALUATION ADJUSTMENT, BY INDUSTRY - CORPORATIONS 

(Millions of Dollars) 



L 946 

1947 

1948 

1949 

1950 

1951 

1952 

1955 

1954 

1955 

1956 


- 6,265 

- 5,899 

- 2,150 

1,943 

- 4,864 

- 1,260 

967 

-997 

-318 

- 1,749 

- 2,669 

-75 

-70 

-61 

51 

-49 

-9 

-11 

-57 

0 

-42 

-17 

-59 

-109 

-42 

24 

-72 

-12 

-5 

-8 

-14 

-49 

-20 

• 3,041 

- 5,757 

- 1,440 

1,194 

- 3,082 

-662 

640 

-692 

-517 

- 1,326 

- 1,565 

- 1,881 

- 1,628 

-366 

567 

- 1,450 

-470 

360 

-193 

-1 

-177 

-797 

-144 

-213 

-151 

59 

-100 

-78 

2 

—46 

*8 

-49 

-65 

-85 

-142 

-90 

68 

-111 

-29 

-21 

•21 

22 

-106 

-107 




APPENDIX IX 


CONSOLIDATED CORPORATE BALANCE SHEETS - ALL CORPORATE RETURNS WITH ] 

(Millions of Dollars) 


1946 1947 1948 1949 19t 


ASSETS 

Cash 

Notss eoid Accounts Receivable 
Less* Reserve for Bad Debts 
Inventories 

Investments • Government Obligations 
Other Investments 

Gross Capital Assets (Exoept Land) 

Lesst Reserves 
Land 

Other Aasets 

TOTAL ASSETS 

EQUITIES 

Aooounts Payable 
Bonds, Notes, Mortgages Payable 
Maturity less than one year 
Maturity one year or more 
Other Liabilities 
Capital Stock, Preferred 
Capital Stook, Comon 
Surplus Re terras 
Surplus and Undivided Profits 
Lesst Defioit 

TOTAL EQUITIES 


56,782 

61,983 

63,733 

61,512 

69,3 

58,429 

73,114 

81,883 

81,798 

106, < 

689 

831 

1,199 

1,298 

1,« 

53,122 

40,785 

44,714 

39,545 

61, C 

107,980 

106,091 

103,243 

109,842 

108, < 

71,761 

73,760 

81,452 

87,986 

93,$ 

124,948 

145,951 

165,981 

174,470 

192, f 

50,084 

55,457 

59,944 

62,131 

69,4 

7,563 

7,706 

7,828 

7,905 

8,4 

8,232 

9,144 

10,585 

10,156 

1M 

416,844 

462,223 

498,257 

609,762 

671,1 

18,061 

22,127 

23,024 

26,806 

27,1 

7,903 

9,524 

9,945 

9,352 

13, ( 

54,141 

41,122 

49,748 

52,091 

66,4 

208,115 

220,061 

227,016 

232,524 

257,4 

13,381 

13,754 

15,661 

13,720 

13,1 

58,605 

64,229 

69,603 

69,894 

72, < 

9,875 

10,654 

10,766 

10,501 


70,277 

84,172 

97,411 

103,727 

120,4 

5,601 

3,121 

2,916 

2,647 

2,4 

416,844 

462,223 

498,257 

509,762 

571,4 


Souroet Statlstioa of Income for 1963, U.S. Treasury Department, Internal Revenue 
1954 Prel^^nr* Corporation Income Tax Returns, Internal Revenue Service, p# 39# 


APPENDIX IX 


POHATE BALANCE SHEETS - ALL CORPORATE RETURNS WITH BALANCE SHEETS, 1946-1954 

(Millions of Do liar a) 


1946 

1947 

1948 

1949 

1950 

1951 

1962 

1953 

1954 

55,782 

61,983 

63,733 

61,512 

69,316 

74,893 

76,116 

76,173 

81,723 

58,429 

73,114 

81,883 

81,798 

106,656 

116,606 

132,843 

139,728 

161,084 

689 

831 

1,199 

1,298 

1,536 

1,641 

1,724 

1,953 

2,346 

33,122 

40,783 

44,714 

59,543 

61,593 

69,280 

59,307 

69,674 

65,005 

107,980 

106,091 

103,243 

109,842 

108,649 

107,249 

114,694 

118,266 

126,409 

71,761 

73,760 

81,432 

87,986 

93,969 

101,946 

114,754 

124,123 

160,553 

124,948 

145,931 

165,981 

174,470 

192,817 

209,985 

222,953 

236,394 

275,855 

50,084 

66,457 

59,944 

62,131 

69,408 

73,369 

77,606 

82,533 

97,046 

7,363 

7,706 

7,828 

7,906 

8,388 

8,659 

8,403 

8,420 

10,977 

8,232 

9,144 

10,585 

10,136 

11,450 

13,076 

13,060 

14,663 

18,087 

416,844 

462,223 

498,257 

609,762 

671,893 

616,581 

662,806 

692,855 

805,300 

18,061 

22,127 

23,024 

26,806 

27,877 

29,315 

31,265 

30,398 

38,153 

7,903 

9,524 

9,945 

9,352 

13,660 

16,396 

17,649 

17,764 

23,239 

34,141 

41,122 

49,748 

52,091 

56,808 

63,167 

69,086 

73,239 

90,797 

208,115 

220,061 

227,016 

232,324 

257,835 

278,336 

304,837 

522,703 

374,615 

13,381 

13,754 

13,661 

13,720 

13,775 

14,618 

14,609 

14,467 

15,632 

68,605 

64,229 

69,603 

69,894 

72,636 

75,676 

77,127 

78,962 

90,780 

9,873 

10,654 

10,766 

10,501 

11,757 

12,347 

12,131 

11,769 

12,927 

70,277 

84,172 

97,411 

103,727 

120,443 

129,755 

138,765 

146,452 

159,210 

3,501 

3 ,121 

2,916 

2,647 

2,896 

2,820 

2,662 

2,889 


416,844 

462,223 

496,257 

509,762 

671,893 

616,581 

662,806 

692,855 

805,300 


ir 1953, U.S, Treasury Department, Internal Revenue Servioe, p» 116j Statiatloa of Inoone - 
ix Returns, Internal Revenue Service, p* 39 « 
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